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BENCHMARKS AND BEACONS* 


Howarp C. GREER 
Professor, Ohio State University 


occasionally to take stock of its 

achievements, its obligations, and 
its opportunities. Now seems an appropri- 
ate time for this association to do so, as it 
approaches the 40th anniversary of its 
founding, the 30th anniversary of its offi- 
cial publication, and the 20th anniversary 
of its reorganization under its present char- 
ter and title. What have we accomplished? 
What should we undertake now? What are 
our chances of success? 

As one long ambitious for the greatest 
success of our association work, who has 
had the privilege and good fortune to be 
identified with some of its most important 
activities, I beg leave to lay before you 
this morning a brief resume of what I con- 
sider our claims to professional respect and 
our duties to professional progress. 

Accounting as an art, accounting as a 
public service, and accounting as a social 
force, have undergone great changes dur- 
ing the past four decades, since university 
instruction in accounting became impor- 
tant enough to warrant academic recogni- 
tion. When our predecessor organization 
assembled for its first annual meeting, the 
place of accounting in business was very 
different from the one it occupies today. 

In that earlier era, most people thought 


ORGANIZATION should pause 


* This paper was presented at the annual meeting of 
the American Accounting Association, Philadelphia, 
August 31, 1955. 


of accounting as an individual and per- 
sonal record of accomplishment and 
position, designed exclusively for the en- 
terprisers concerned. The problem of the 
accountant was how best to meet the needs 
of owners and managers, usually rather 
few in number and responsible to no one 
but themselves. Numerous alternative ac- 
counting procedures were acceptable, and 
a choice among them was without impor- 
tant restriction. 

The corporation accountant was a little 
like an actor, playing a part for the benefit 
of a small and select audience. For his 
role several interpretations were possible, 
each worthy of applause; he must choose 
the one most likely to be appreciated. The 
public accountant appeared as a sort of 
drama critic; he evaluated the perform- 
ance in terms of its artistic merit, without 
any very precisely fixed criteria. Creditors 
might be interested, the general public 
was unconcerned. 

Students and writers debated alterna- 
tives, without any sense of obligation to 
make a choice, reach a conclusion, estab- 
lish a standard, or propound a rule. Dis- 
cussions and published papers were ram- 
bling, diverse, and indeterminate; they 
showed erudition and deliberation, coupled 
with indecision and_ irresponsibility. 
Teachers for the most part merely re- 
viewed and reported on existing practice, 
made little attempt to guide it. 
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To many of us this seemed like an ig- 
noble role for presumptive leaders in 
academic work. We felt that endless, in- 
conclusive argument on accounting prin- 
ciples was futile and degrading, that it 
displayed an insensitivity to the opportu- 
nities and obligations of our profession. In 
my first brief appearance before this 
group, at its 1924 convention, and again 
in an article prepared for our association 
magazine,’ I voiced the conviction that 
teachers should be leaders, not followers, 
and should concentrate on what ought to 
be done, not merely on what was being 
done. 

Others shared this view, and a number 
of us began a concerted and continuing 
effort to make this association a positive 
force for the development of sound prin- 
ciples for the accounting expression of the 
facts of business life. We believed that 
financial statements should be made more 
factual and less imaginative, that there 
should be more emphasis on provability 
and less on plausibility, and that the audi- 
tor should be more like a weighmaster and 
less like a beauty-contest judge. 

Gaining acceptance of this viewpoint 
was no short or simple task. Accounting 
teachers were few in number, and poor in 
influence and material resources. Practi- 
tioners made light of academic instruction 
in accounting, and derided any attempted 
leadership by “professors.” They opposed 
the expansion and broadening of the activ- 
ities of this association, and vehemently 
objected to any outside effort to establish 
standards by which the propriety or ade- 
quacy of accounting reports might be 
judged. 

For many years, in fact, public account- 
ants denied the necessity of a code of 
principles or standards, formulated by 
anyone. Practitioners, while freely refer- 


1 “Where Teaching Lags Behind Practice,’”’ Howard 
C. Greer, ACCOUNTING REviEw, September, 1928, pp. 
289-296. 


ring to “generally accepted accounting 
principles” in their certificates, were quite 
vague as to what was comprised by that 
term. It was contended even by teachers? 


that (a) these principles were so numerous 
and variable that their precise expression | 


was impractical, and also (b) that they 


were so well understood that their reduc. | 


tion to writing was wholly unnecessary. 
To the credit of the profession it should 


be noted that as early as 1932 some effort | 


was being made to put practitioners on 


record in the negative as to some of the | 
most objectionable accounting practices of | 


the “high-finance” era of the turbulent 
twenties. It took another two years to 


give these recommendations the status of | 


a formal action by the national organiza- 
tion,* but a groundwork had at last been 
laid for the establishment of some definite 
standards, by which published financial 
statements could be measured. 

Pressures were being applied from sev- 
eral directions. Establishment of the 
Securities and Exchange Commission, and 
some forthright pronouncements by its 
members,’ served notice on the profession 
that it must adopt (or have imposed on it) 
some more comprehensive and less flexible 
rules. By requiring that the financial 
statements required under the Act be 
accompanied by the certificate of an “‘in- 
dependent accountant,”’ the Commission 
gave the profession its greatest opportu- 
nity; by laying down rules as to what con- 
stituted an acceptable form of expression, 
the government put the practitioners 
under their first effective regulation. 

Meantime our own association was mak- 


2“Development of Accounting Principles,” T. H. 
an ACCOUNTING REviEw, March, 1935, pp. 100- 
102. 

* Correspondence between American Institute of 
Accountants and New York Stock Exchange, Septem- 
ber, 1932. 

4 “Audits of Corporate Accounts,” American Insti- 
tute of Accountants, September, 1934. 

5 Report of Chairman of Securities and Exchange 
Commission for Fiscal Year 1939, 
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ing laborious progress. Prodded by an acid 
editorial from the pen of its most promi- 
nent spokesman,* this organization finally 
accepted the challenge posed by the situa- 
tion. At its meeting in December, 1935, the 
old AAUIA agreed to expand it activities, 
broaden its membership, and change its 
name, in the earnest hope that the organ- 
ization might be molded into an effective 
force for improvement of the services of 
accounting to the business community and 
to the public at large.’ 

Prominent among the stated objectives 
of the re-organized association was the 
development of accounting principles and 
standards. The newly-elected president 
promptly summoned his Executive Com- 
mittee to the prosecution of this task. 
After a long series of all-day sessions (the 
most strenuous in my experience) the 
Committee presented its conclusions® in 
the “Tentative Statement of Accounting 
Principles Underlying Corporate Finan- 
cial Statements,”’ published in the associ- 
ation magazine and distributed by 
pamphlet to the widest available audience. 

Whatever its virtues and faults, this 
statement has the distinction of being the 
first formal and official pronouncement of 
its kind. It attempted, for the first time, 
the codification of proposed rules and 
standards for the valuation of assets, the 
determination of income, and the distinc- 
tion between contributed capital and 
accumulated earnings. If it was lacking in 
detail and polish, it was at least positive 
and unequivocal, in a time when those 
qualities were still notably absent from 
most professional comment on this subject. 

Even at that late date, most of the lar- 
ger public accounting firms still held to the 


6 Editorial: ‘‘Standards Must Come,” E. L. Kohler, 
AccounTING REviEw, December, 1934, pp. 334-336. 

7 “Statement of Objectives of American Accounting 
ACCOUNTING REviEW, March, 1936, pp. 


* Tentative Statement of Accounting Principles, 
AccounTING REVIEW, June, 1936, pp. 187-191. 
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view that business (like marriage) was a 
private affair, and that principles (like 
ethics) might well vary according to the 
circumstances. In common with the busi- 
ness men with whom they were most 
closely associated, they clung to the view 
that financial statements were matters of 
individual rather than general concern, 
and that permissible variety of accounting 
treatment was preferable to enforced com- 
pliance with specific, unalterable rules. 

The entire business and financial com- 
munity, in fact, took a long time to become 
accustomed to the new order which was 
then coming into being. The New Deal, 
for all the egregious follies and iniquities of 
its implementation, did signalize the emer- 
gence of a social conscience with respect to 
the conduct and reporting of business af- 
fairs. It became no longer arguable that 
what a business man said about his results 
was the sole concern of himself, his auditor, 
and his banker. The demonstrable and 
asserted interest of the general public 
could no longer be ignored. 

The profession moved cautiously. In- 
stead of making a frontal attack on the 
problem, through its constituted profes- 
sional association, it encouraged the efforts 
of individual firms to develop some decla- 
rations which would be conveniently quot- 
able but not embarrassingly binding. 
Prominent among these was a book® “‘pur- 
porting to set forth current accounting 
principles, prepared under the auspices of 
a leading audit firm and distributed by the 
American Institute of Accountants” early 
in 1938. 

This document, in spite of its distin- 
guished authorship, made a negligible 
contribution to the establishment of iden- 
tifiable accounting principles. It consti- 
tuted, in fact, little more than an uncritical 
recitation of existing practices—good, bad, 


* ‘A Statement of Accounting Principles,” Sanders, 
Hatfield, and Moore, American Institute of Accoun- 
tants, February, 1938. 
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and indifferent lumped together, with only 
the lightest of frowns for anything thereto- 
fore sanctified by an auditor’s approval. 
Since practice was already definitely im- 
proving, some of the supposedly “accepted 
principles” had been outlawed almost be- 
fore the book got into print, and its impress 
thus was transient and unimportant. 

The introduction to this opus strikes the 
keynote for this and other like profes- 
sional pronouncements of that period. 
Noting that the ‘demand for a statement 
of accounting principles has become insist- 
ent” (and ignoring the fact that such 
statements had already been issued in 
tentative form by both SEC and AAA) the 
sponsors went on to emphasize their major 
contention in these words: 

“The existence of a body of generally 
accepted accounting principles does not 
mean that there is only one accounting 
treatment for every situation with which 
the accountant must deal. For many situ- 
ations there are available a number of 
treatments which are in accord with gener- 
ally accepted principles. . . . It is not the 
essential nature of a principle’ to forbid all 
courses of action save one.” 

Predominant in the professional reac- 
tion to proposals for the formulation of any 
“rules” or “standards” was the obvious 
fear of any constraint or restriction on the 
freedom of public accountants to certify 
whatever looked good to them. Editors of 
The Journal of Accountancy not only ig- 
nored the issuance of the AAA statement, 
but largely avoided the whole subject of 
principles, except for such cautious com- 
ment as ‘Accounting rules or principles 
must be flexible and in continuous process 
of evolution.’ In an essay contest on this 
topic, the award expectably went to an 
author whose contribution” endorsed the 


‘0 For a more satisfying definition see A Dictionary 
for Accountanis, Prentice-Hall, Inc., 1952, p. 335. 

1 Editorial, Journal of Accountancy, February, 1938. 

12 “‘Can the Practice of Accounting Be Reduced to 
Rules and Standards?” Gilbert Byrne, Journal of 
Accountancy, November, 1937, pp. 364-379. 


view that “‘whatever is, is right,” conclud- 
ing with this comfortable generalization: 
“Accountants of highest abilities and 


reputation are willing to give their consid- | 


ered opinion that financial statements 


under review fairly present the position of 7 
the company, based upon accounts deter. | 
mined in accordance with accepted prin- | 


ciples of accounting. It follows that these 


fundamental truths, on which such opin- | 
ion is based, which may be dignified with | 
the term principles, are known to account- | 


ants, and are matters with respect to 


which, by their very nature, there can be | 
no general disagreement . . . . conventions | 
so firmly established in practice that there | 


should be no difficulty in enumerating 
them.” 

By this time, however, it had become 
apparent to almost everyone that the pub- 


lic no longer would accept the philosophy Jj 


that each company could establish its own 
accounting principles, and that its audi- 
tors were responsible merely for certifying 
that its practices were consistent, and not 
in conflict with those employed by some- 


+ 


one else at some prior time. The incompre- 


hensible diversity of results stated in such 
terms was emphasized in a significant arti- 


cle’® by the able Chief Accountant of SEC, ' 


and in other published commentary of the 
subject.!* The need for a formal “‘code”’ or 
principles and practice had become abun- 


dantly clear. The problem was how to get it: 


written and adopted. 

Members of our group (for which I was 
often encouraged to appear as spokeman) 
believed that development of sound ac- 
counting principles was properly the 
concern of teachers, students, and re- 
searchers (whether in academic work, in 
private accounting, or in public practice), 
whereas the establishment of rules and 
standards of professional practice was 


13 “The Need for Accounting Principles,” Carman G. 
Blough, ACCOUNTING REviEw, March, 1937, pp. 30-37. 

14“What Are Accepted Accounting Principles?” 
Greer, AccouNTING REviEw, March, 1938, 
Pp. 
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plainly a task for practitioners (to be 
achieved through their professional associ- 
ation, subject only to the requirements of 
the regulatory authorities). The two un- 
dertakings have inevitably overlapped, 
and continue to do so, but this probably 
does more good than harm, and is no occa- 
sion for either group to resent the activities 
of the other. 

Thus the establishment, late in 1938, of 
the Institute’s expanded and activated 
Committee on Accounting Procedure, was 
hailed by all accountants” as an important 
step forward in establishing for the profes- 
sion the prestige to which it could reason- 
ably aspire. A step of this kind had, in fact, 
been suggested in a paper’ I had prepared 
(as an expression of our group views) for 
the essay contest referred to previously, 
which concluded in the following words 
(partly paraphrased for brevity) : 

“How could such a task be carried for- 
ward? Best, perhaps, by creating some 
standing committee or organization (to 
consider each problem and formulate a 
tentative opinion on it). Such ‘interpreta- 
tions’ could be put before professional men, 
research workers, and educators, with re- 
quests for suggestion and criticism. A re- 
vised draft (possibly including alternative 
or opposing views) could be submitted for 
professional approval or rejection (and if 
approved would thereafter constitute a 
prima facie case for the propriety of the 
accepted position).”’ 

The work of the Committee is well 
known to all of you. Composed in part of 
prominent teachers of accounting, and 
aided by a well-qualified research staff, it 
has toiled through the years to formulate 
positive recommendations on the treat- 
ment of controversial issues, observance of 
which would contribute to the increasing 


4’ Accounting Research Bulletin No. 1, American 
Institute of Accountants, September, 1939. 

6“Can the Practice of Accounting Be Reduced to 
Rules and Standards?” Howard C. Greer, Journal of 
Accountancy, March, 1938, pp. 213-223. 
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usefulness and intelligibility of financial 
statements. These efforts have achieved 
notable success, culminating two years ago 
with the publication” of a revision and 
consolidation of all the pronouncements 
theretofore issued which remain of current 


significance—an authoritative reference 
book for everyone engaged in public ac- 
counting practice. 

Development of principles is, however, 
not merely a matter of deciding disputed 
issues as they arise. There is need for a broad 
foundation of philosophy, reason, and 
logic with respect to desired objectives and 
appropriate means. This foundation our 
own organization has continuously en- 
deavored to provide. If we have not always 
been able to steer the boat we have stayed 
aboard and pulled a vigorous oar. 

The ‘“Tentative Statement” of 1936 was 
followed by a comprehensive dissertation’® 
on the subject by two distinguished mem- 
bers of the original drafting committee, 
published by this Association in 1940, 
under the title ‘Introduction to Corpora- 
tion Accounting Standards.” This schol- 
arly discussion then constituted, and still 
remains, the best available statement, in 
condensed form, of sound accounting phi- 
losophy applicable to the expression of cor- 
porate results and financial position. 

Our Association has continued its study 
of principles, with standing or special com- 
mittees at work on various phases of the 
problem on numerous occasions over the 
past two decades. A complete revision of 
the original statement’® was published in 
1941, and another”® in 1948, and several 
supplementary proposals have been ad- 
vanced for consideration. Important con- 


17 Accounting Research Bulletin No. 43, American 
Institute of Accountants, June, 1953. 

18 “Introduction to Corporate Accounting Stand- 
ards,” W. A. Paton and A. C. Littleton, American 
Accounting Association, 1940. 

19 Committee Report, ACCOUNTING REVIEW, June, 
1941, pp. 133-139. 

20 Committee Report, AccountTiING REviEew, Octo- 
ber, 1948, pp. 339-344. 
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tributions" have also been made by the 
accounting staff of S.E.C. which has stead- 
fastly insisted on adequate and compre- 
hensible presentation of financial data in 
published reports, despite frequent pres- 
sure for relaxation of its requirements to 
the advantage of special interests and sel- 
fish points of view. 

What has all this effort accomplished? 
Time does not permit touching even lightly 
on all aspects of the problem, but it may 
be instructive to examine into the progress 
made toward the goals set up in this Asso- 
ciation’s original ‘“Tentative Statement.” 

A quick review of existing practice will 
disclose that the primary objectives have 
now been largely achieved. The basic con- 
cepts of that original pronouncement, 
three in number, today widely acknowl- 
edged as “generally accepted accounting 
principles,” may be summarized, without 
serious over-simplification, in the following 
terms: 

1. Asset valuation, for accounting pur- 
poses, should be a process of cost amortiza- 
tion, with the amount carried forward 
being such portion of acquisition cost as 
the enterprise may reasonably expect to 
recover in the normal processes of future 
use or exchange, with no write-up of costs 
initially incurred and no re-instatement of 
costs once written off. 

2. Net income for any accounting pe- 
riod should be measured by computing the 
difference between cumulative net income 
to the end of the current period and cumu- 
lative net income to the end of the last 
preceding period, with the income state- 
ment containing sufficient detail to iden- 
tify all its major revenue and expense com- 
ponents, both by nature and by time of 
incidence. 

3. Ownership equity should be subdi- 
vided to provide a clear distinction 
between contributed capital and accumu- 


*t Regulation S-X and 77 Accounting Releases of 
Securities and Exchange Commission. 


lated earnings; gain or loss does not accrue 
from transactions in the company’s own 
capital shares, and no charge or credit to 
realized income or earned surplus should 
result from such transactions. 


Today there is such general acceptance ff 


of these principles that it is hard to realize 


that as recently as 25 years ago they were ff 


honored almost as prominently in the 
breach as in the observance. The many 


who have devoted themselves to the ; 
cause of better practice can take satisfac- fj 
tion in the real accomplishments of these § 


past two decades. 


Achievement is still imperfect, and | 


lapses occasionally threaten. Revaluation 


in units of current purchasing power—to- | 
day’s will-o’-the-wisp—has lured some 
accountants into a condemnation” of the §f 
original money cost basis, but the danger 


thus raised has so far been avoided. There 


is an occasional demand* for taxation of § 
the bookkeeping “profit” arising from pur- f 


chase and re-sale of a company’s own 
shares, but this has never been taken 
seriously, and corporations can no longer 
swell their stated income by paying them- 
selves dividends on “‘treasury stock.” 

The 
still encounters some opposition, though 
SEC insistence and professional discretion 
now combine to insure that the essential 


facts as to accumulated earnings are dis- § 


closed in reasonably adequate detail. The 
president of the Institute notes* a ‘‘reluc- 
tant trend” toward its adoption, and the 


Institute Committee on Accounting Pro- § 


cedure moves cautiously in this direction 
by recommending issuance of a combined 


statement of income and surplus, pointing F 


% Concepts of Business Income, Study Group on } 


Business Income, The Macmillan Company, 1952, pp. 
135-139. 

%3 See comment on suggested tax law revision by 
Representative Mills (D. Ark.) as reported in Wall 
Street Journal, August 10, 1955. 

*4 Chapter on “The Future of Accounting,” Maurice 
H. Stans, in Modern Accounting Theory, Prentice- 
Hall, 1954, pp. 581-601. 


“all-inclusive income statement” § 


out thi 
looked, 
weight 
earning 
followi! 
“Ove 
that al 
profits 
or incr 
tal sto 
determ 
an idea 
“Th 
gerate 
for a sl 
which 
exclusi 
combi 
acter ¢ 
tive in 
results 
Doe 
proack 
ciples. 
unifor: 
ready 
state 
it has 
“princ 
Comm 
ence 
practi 
that “ 
goal, 
clusio. 
Ma 
think 
latory 
econo 
remai 
lished 
much 
that 1 
porat 


| 
John I 
pp. 42 
3 
2 


out that otherwise “items will be over- 
looked, or at any rate not given full 
weight in (computing) long-term income or 
earning capacity.’’ This view receives the 
following elaboration: 

“Over the years it is plainly desirable 
that all costs, expenses, and losses, and all 
profits of a business, other than decreases 
or increases arising directly from its capi- 
tal stock transactions, be included in the 
determination of net income..... This is 
an ideal upon which all may agree. .... 

“There is a marked tendency to exag- 
gerate the significance of the net income 
for a single year, particularly the degree to 
which the net income can be identified 
exclusively with that year. In so far as the 
combined form calls attention to the char- 
acter of the income statement as a tenta- 
tive instalment in the long-term financial 
results it serves a useful purpose.”’ 

Does all this mean that we are now ap- 
proaching a millennium, that basic prin- 
ciples are so firmly established as to insure 
uniform treatment of known facts, and 
ready interpretation of published financial 
statements? Can the profession claim that 
it has gone as far as possible toward that 
“principal objective” of the Institute’s 
Committee “to narrow the areas of differ- 
ence and inconsistency in accounting 
practice,’ maintained despite the view 
that “although uniformity is a worth-while 
goal, it should not be pursued to the ex- 
clusion of other benefits’’? 

Many readers of financial statements 
think not. Among financial analysts, regu- 
latory authorities, labor leaders, business 
economists, and ordinary investors, there 
remains a widespread belief* that pub- 
lished financial statements still leave too 
much to imagination and guess-work, and 
that the variety and inconsistency of cor- 
porate accounting practice bring needless 


* Cf. “Inventory Disclosure in Annual Reports,” 
John H. Meyers, Journal of Accountancy, July, 1955, 
pp. 42-45, 
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confusion and uncertainty into the study 
of business affairs. 

This view receives surprising support 
from some whose lifetime endeavor would 
expectably have been in the opposite di- 
rection. Note, for example, the following 
recent comment” by one long regarded as 
dean and spokesman for accounting prac- 
titioners, the country over: 

“As both the world and business grow 
more complex the element of uncertainty 
in accounting becomes greater. Therefore 
the tolerances within the limits of generally 
accepted accounting principles inevitably 
become wider. Between the depression and 
the outbreak of World War II we made 
some progress toward narrowing the toler- 
ances permitted in determining income 
within the limits of ‘generally accepted 
principles of accounting.’ In more recent 
years new conditions—notably in the field 
of taxation—have brought about a far 
greater widening of these tolerances, until 
today it is difficult to decide just what 
significance may be attached to the annual 
accounts of a corporation”’ (italics mine). 

Now, if that is a fair appraisal of the 
present contributions of accounting, I 
submit that we have yet a long way to go. 
Under that pitiless evaluation of our cur- 
rent performance, we apparently must 
concede that our previous achievements 
are no more than benchmarks, and that 
our present obligations must be recognized 
as beacons summoning us on to more pro- 
ductive effort. On this anniversary occa- 
sion let us here highly resolve that our 
earlier work shall not have been done in 
vain, that this Association shall be here 
rededicated to the cause of greater public 
service, and that through our efforts ac- 
counting shall have a new birth in candor, 
clarity, and comprehensibility. 

If the needs of the situation are not yet 
plainly apparent to public accounting 


26 ““Talk with George O. May on His 80th Birthday,” 
Journal of Accountancy, June, 1955, pp. 40-45. 
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practitioners, perhaps now, as 20 years ago, 
some forthright action on our part will 
help to make them so. The worst short- 
comings of existing practice are easy to 
identify and simple to remedy. A major 
improvement would spring from some 
frank comment, in each published report, 
on the several alternative bases of value 
and profit measurement open to the com- 
pany, coupled with a clear explanation of 
the choices made among such alternatives, 
and the effect of each choice on the stated 
results. Published reports show increasing 
recognition of the need for such informa- 
tion, but progress is too halting and uncer- 
tain to give us cause for satisfaction or 
pride. 

The outlines of an improved program of 
reporting and interpretation should be 
easy to develop. As an officially appointed 
“advisor” to your own Committee on 
Concepts and Standards, I have formu- 
lated a resolution on this subject for 
which I urge their earnest and sympathetic 
consideration. It appears in print as an 
appendix to this paper, and is commended 
for your item-by-item examination at this 
point. 

The essential feature of this program is 
the requirement for full disclosure?’—not 
merely of the treatment adopted but also 
of the effect of that treatment. When vari- 
ous degrees of conservatism are permis- 
sible (as they should be), readers of state- 
ments are entitled to know how far such 
practices have been carried, and how much 
stated income has been affected by the 
application of procedures of this kind. 

The additional information thus sup- 
plied obviously will not answer all possible 
questions as to the corporation’s past, 
present, and future, but it will go a long 
way toward removing many doubts and 


27Cf. “Standards of Disclosure for Published 
Financial Reports,’ Committee on Concepts and 
Standards, ACCOUNTING REVIEW, July, 1955, pp. 400- 
404. 
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uncertainties which now plague the con. 
scientious student of corporate affairs. It 
seems beyond argument that anyone en- 


titled to the facts of business performance | 


should receive enough facts to permit in. 


telligent analysis of the data furnished to | 


him. 

My experience in accounting and busi- 
ness has enabled me to examine this prob- 
lem from many points of view. I observe 
that there is already wide, if informal, ac- 
ceptance of the concepts propounded as 
standards. There are objections to the 
proposals for more extensive disclosure. I 
find these objections wholly unconvincing, 


As an experienced accountant, I can say | 
that there should be no serious difficulty in | 


developing the required facts. If two bases 


of measurement are possible, it is a simple F 


matter to apply them both, or at least to 
approximate the over-all difference be- 
tween them. The effect of adopting a con- 


servative option in income measurement | 
is something management will insist on 


knowing, and there are no mechanical 
problems in sharing that knowledge with 
all readers of financial statements. 

As a conscientious corporation manager, 
I can say that I have found no legitimate 
reason for denying these facts to owners, 
investors, and the general public. There 
may have been features of my administra- 
tion that, as manager, I would have been 
happy not to see emphasized in a published 
report, but I could never defend the idea 


that the ‘“‘insiders’”’ in a business have a | 


vested right to significant financial facts 
withheld from those whose investments 
they have been chosen to administer. 

As an often troubled financial analyst, I 
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can say that the problem of interpreting | 


published statements will be greatly sim- 
plified whenever this additional informa- 
tion is made available. The comparative 
performance of competing companies in 
the same industry will then be possible to 
assess with some degree of confidence (as 
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is true now in the railroad business), in- 
stead of being shrouded in the fog of un- 
known and unexplained measurement 
methods. 

As a sometimes hasty and casual inves- 
tor in corporation stocks, I can say that I 
shall hardly be more confused by some 
additional facts than I am by their persist- 
ent omission from the reports now issued. 
It is idle to tell me that I can possibly be 
worse informed when in possession of two 
valuation figures than when having only 
one of them, without knowing which one it 
is or how much it may differ from the 
other. If the proposal for more explicit 
disclosure were put up to the investing 
public, there would hardly be a dissenting 
vote. 

And as a veteran member of this 
honored profession, I must say that we 
shall all have reason to take greater pride 
in our achievements when we fully accept 
the obligation, in presenting a set of finan- 
cial statements, to tell the truth, the 
whole truth, and every significant aspect 
of the truth, as fully and clearly as our 
knowledge, experience, insight, and tech- 
nical skill will permit. 

Over the past 20 years there has been 
some notable progress toward these ob- 
jectives. The contributions of this Associa- 
tion toward that progress have been 
significant. The need for further advances 
toward informative financial reporting is a 
challenge to our continuing efforts in that 
field. I hope I can join with you two dec- 
ades hence in the celebration of a triumph 
of inspiring leadership and constructive 
achievement. 


PROPOSED RESOLUTION 


Whereas: A major objective of this 
Association, since its reorganization in its 
present form, has been the development 
and establishment of sound accounting 
principles, and 

Whereas: There have been, and now are, 
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numerous important elements of financial 
reporting with respect to which business 
accounting practice has diverged so widely 
as to render published financial statements 
needlessly difficult of intelligent interpre- 
tation, and 

Whereas: The pronouncements of this 
Association, beginning with the “Tenta- 
tive Statement of Accounting Principles 
Underlying Corporate Financial State- 
ments” issued in 1936, and followed by the 
various revisions of and supplements to 
that statement, have been important in 
directing attention to the handicaps im- 
posed by such conditions, and in suggest- 
ing effective means of eliminating them, 
and 

Whereas: The most serious deficiencies 
of present reporting practice result from 
the exercise of varying degrees of conser- 
vatism in the measurement of income and 
the valuation of assets, the effect of which 
is inadequately explained and impossible 
to estimate, and 

Whereas, despite the desirability of per- 
mitting wide latitude to owners, managers, 
and accountants in the expression of the 
results of operations for which they are re- 
sponsible, it is nevertheless essential to a 
proper understanding of business affairs 
that published statements include a full 
explanation of both the methods employed 
and their effect on stated income and 
financial position, 

Now, therefore, be it resolved, that this 
Association hereby recommend the adop- 
tion by business enterprises, accounting 
practitioners, and regulatory authorities, 
of the standards of measurement and dis- 
closure outlined in the following sections. 


1. Income Measurement 
Minimum Standard 


Stated net income for any accounting 
period should be the difference between 
(a) total revenues properly taken up in the 
accounts, and (b) total costs and expenses 
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properly written off; both totals to include 
not only items related to operations of the 
current period, but also all other profits 
and losses first receiving accounting recog- 
nition during the period, to the end that 
the cumulative net income for the entire 
history of the enterprise shall completely 
express all realized gains and losses (other 
than those resulting from issuance, pur- 
chase, or retirement of capital stock, 
dividends or other distributions to share- 
holders, and any other transactions involv- 
ing changes in ownership equities only). 


Optional Treatments 


In case of a major change in the basis of 
stating the accounts (e.g. substitution of 
accrual for cash basis, exclusion of results 
of foreign operations), the first income 
statement embodying the new procedure 
should be accompanied by a re-statement 
of prior-period results on a comparable 
basis, for a sufficient number of past pe- 
riods to provide an intelligible and consist- 
ent earnings history. 


Disclosure 


Each published income _ statement 
should be presented in such arrangement 
and detail as to disclose not less than the 
following facts: (a) gross revenues from 
current operations, (b) costs and expenses 
applicable to current operations, (c) profit 
derived from current operations, (d) other 
gains and losses recognized during the 
period, (e) income before charges, (f) inter- 
est on borrowed money, (g) pre-tax in- 
come, (h) provision for income taxes, (i) net 
income. Each balance sheet should be 
presented in such a manner that the effect 
of earnings accumulations and distribu- 
tions on ownership equities can be readily 
ascertained. 


2. Inventory Valuation 
Minimum Standard 


The portion of the original cost of each 
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class of product, materials, and supplies 


inventories to be carried forward as appli- | 


cable to future operations, should be not 


more than the least of the following: (a) ac. 9 
tual cost, determined on a first-in first-out 7 


basis, with substitution of standard for 


actual cost components where appropri- f 
ate, (b) current replacement cost, similarly | 


computed, 
value. 


Optional Treatments 


(c) current net realization f 


Alternative valuation bases, permis- | 


sible as a measure of conservatism, include 


(a) original cost, determined on a last-in | 


first-out basis, (b) initial cost of a normal 
base stock plus actual cost of subsequent 


additions, (c) prospective realization value | 


less expenses remaining to be incurred, in- 
cluding a normal profit margin, (d) other 
procedures appropriate to the conditions of 


individual industries and enterprises, when 


consistently and reasonably applied. 


Disclosure 


Published financial statements should 
include a comprehensive, explicit, and rea- 
sonably detailed analysis, showing the 
effect on current operating profit, on cu- 
mulative net income, and on stated asset 
values of any alternative valuation basis 
employed, and of any reductions in value 
applicable to goods remaining in inven- 
tory, as distinguished from cost of goods or 
services sold, consumed, expired, dis- 
carded, or lost during the period. 


3. Plant and Equipment Valuation 
Minimum Standard 


The portion of the original cost of each 
class of equipment, machinery, buildings, 
and other fixed property, assigned to be 
carried forward as applicable to future 
operations, should be not more than its 
original actual cost, less depreciation, com- 
puted at straight-line rates reflecting its 
normally expectable useful life. 
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Optional Treatments 


Alternative valuation bases, permissible 
as a measure of conservatism, include pro- 
visions for depreciation, amortization, 
obsolescence, and other prospective casual- 
ties, at accelerated rates, as permitted by 
tax regulations or otherwise, to the extent 
that such rates are logically, fairly, and 
consistently applied. 


Disclosure 


Published financial statements should 
include an explicit and reasonably detailed 
analysis, showing the effect on current op- 
erating profit, on cumulative net income, 
and on stated asset values, of any alterna- 
tive valuation basis employed, and of 
losses through property displacement or 
abandonment as distinguished from reduc- 
tions in valuation of property continuing 
in use. 


4. Expense Deferral 
Minimum Standard 


The portion of any organization, con- 
struction, or development expense carried 
forward as applicable to future operations 
should be not more than the amount repre- 
senting the benefit specifically accruing to 
such future operations and readily recover- 
able from their clearly expectable results. 


Optional Treatments 


Immediate or accelerated write-off of all 
such expenses is permissible as a measure 
of conservatism, regardless of prospective 
benefits to future periods from such out- 


lays. 


Disclosure 


Published financial statements should 
identify the amount of any such expenses 
deferred for future absorption, explain the 
reasons for such deferral, and indicate the 


rate at which these charges are to be 
absorbed. 
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5. Liability Accrual 
Minimum Standard 


Provision should be made, during each 
accounting period, for any obligation as- 
sumed for payment at some future time 
(e.g. retirement benefits), at least to the 
extent of (a) the portion of such obligation 
arising out of operations during such cur- 
rent period, plus (b) a pro rata share of 
such additional obligation not heretofore 
accrued (e.g. past service benefits) as will 
require recognition at the time payment 
becomes due. 


Optional Treatments 


Additional provision may be made, as a 
measure of conservatism, for obligations 
relating to past activities, at whatever ar- 
bitrary accelerated rate may commend it- 
self to the management and is permissible 
under applicable tax regulations. 


Disclosure 


Published financial statements should 
contain an adequate description of the ob- 
ligation involved, the basis on which pro- 
vision for it is being made, and the extent 
to which expense accrued in the current 
and prior periods is in excess of a pro rata 
accumulation from time of assumption to 
time of discharge of the obligation in 
question. 


6. Income Tax Provision 
Minimum Standard 


Provision should be made, during each 
accounting period, for the amount of in- 
come tax estimated to be applicable to the 
pre-tax income shown as earned during 
that period, plus or minus the amount of 
tax deficiencies or over-accruals for prior 
periods, as disclosed by audits or settle- 
ments completed during the period, to the 
end that the accrued tax liability, as shown 
in the balance sheet for the end of the pe- 
riod, shall represent as accurately as pos- 
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sible the amount of taxes estimated to 
remain payable with respect to all pre-tax 
income reported as earned up to that date. 


Optional Treatments 


Additional provision may be made, as a 
measure of conservatism, for possible fu- 
ture liability equal to the saving currently 
realized by deducting from taxable income 
items not deducted in arriving at stated 
income (e.g. accelerated amortization, cap- 
italized interest). 


Disclosure 


Published income statements should 
show in detail (a) the amount of income 
tax applicable to stated profits for the cur- 
rent period, (b) the portion of such tax as 
may relate to profits from ordinary opera- 
tions during the period as distinguished 
from the portion relating to other income 
(c) the amount of the addition or reduction 
resulting from revision of prior period tax 


liabilities, (d) the extent to which the 
amount of tax payable has been raised or 
lowered by the inclusion in taxable income 
of charges or credits not included in the 
determination of stated income. 


7. Price Level Changes 
Disclosure 


Published financial statements should he 
supplemented, when appropriate, by col- 
lateral notations showing the extent (i 
significant) to which stated net income 
would have been raised or lowered had 
charges for (a) inventory liquidation, and 
(b) fixed property amortization, been 
computed on the basis of the current re- 
placement cost of the assets exchanged in 
sale, consumed in production, or otherwise 
converted, expired, or lost, provided the 
differences are of such size and character 
as to warrant recognition in reports of 
stewardship. 
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ATTRACTING AND MAINTAINING A 
SUPPLY OF EFFECTIVE ACCOUNT- 
ING TEACHERS* 


Tuomas H. 
Vice President, The Ford Foundation 


dence of a dearth of qualified 


Tie 1s to-day considerable evi- 
teachers of accounting. In his 1955 


§ Dickinson Lecture at the Harvard Business 


School, Donald P. Perry stated, “Surveys 
of schools have emphasized a crying need 
for more instructors who can stimulate and 
arouse students both by their teaching 


® ability and also by their breadth of prac- 
® tical experience and contact with the busi- 
© ness world.” The director of the American 


Accounting Association’s placement serv- 
ice has stated that a substantial number 
of “less qualified” individuals would like 


© to fill available positions in accounting 
» departments. But there really is a genuine 
§ shortage of first-class teachers. Deans of 
§ business administration schools and chair- 
| men of accounting departments are contin- 


ually bomivarding him with requests for 
the names of first-rate people, and he finds 
it almost impossible to make satisfactory 
suggestions. 

There is every reason to believe that the 
situation concerning teachers of account- 
ing may grow worse rather than better 
over the next decades. The American Asso- 
ciation of Collegiate Schools of Business 
has sponsored an interesting study which 
provides some alarming statistics. By mak- 
ing some highly conservative assumptions 
it can be shown that annual enrollments in 
American collegiate programs in business 
will more than double their 1953 levels by 
1970. More realistic assumptions might 


* This paper was presented at the annual meeting of 
the American Accounting Association, Philadelphia, 
August 31, 1955. 
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put the 1970 enrollment at three times the 
1953 figure. 

Just to maintain present accreditation 
standards for faculty qualification, at 
least 45 per cent of the expansion require- 
ments and 70 per cent of the replacement 
requirements should be met by holders of 
terminal degrees. In the case of accounting 
teachers this now means the doctor’s de- 
gree or the CPA plus at least a master’s 
degree in business administration. 

Maintaining today’s faculty-student ra- 
tio will require more than 6,000 new 
Ph.D’s, DBA’s, and CPA’s with master’s 
degree to meet our business teaching re- 
quirements. But on the best estimates 
which can be made, it appears that the 
supply of teachers with terminal degrees 
would cover less than half of the total an- 
nual requirements by the late 1950’s and 
less than a third of the requirements in the 
middle 1960’s. 

We must use “creative imagination” in 
dealing with this problem. It is a serious 
question whether we shall be able to at- 
tract enough first-rate people to fill the 
gaps indicated by these statistics, espe- 
cially if we insist on maintaining the 
“status quo” on teaching arrangements. 

To pick a fight before I have scarcely 
begun my presentation might be tactically 
unwise, but I think the facts call—right 
now—for an attack on the “myth” of the 
small class. The inefficient way to utilize a 
given number of available faculty is to 
have them teach a large number of small 
sections. The efficient way is to have large 
lectures accompanied by small discussion 
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sessions under really effective section men. 

The “small class” advocate may well 
reply: “Maybe that’s efficient, but are we 
not short-changing our students when we 
crowd them in a hall, several hundred at a 
time, to hear a lecture?” This assumption 
can and should be challenged. A truly out- 
standing lecturer can be as effective—per- 
haps more so—lecturing to a group of 300 
as of 30. The number of professors who are 
lecturing to, rather than leading lively class 
discussions with, 20 to 25 students is far 
greater than one would like to think. This 
is a fact which needs serious consideration. 

In most academic departments the fac- 
ulty ranges from the truly inspired teacher 
through the “satisfactory” classroom per- 
former to the downright mediocre. Does it 
not make more sense to give every stu- 
dent the benefit of the truly inspired teach- 
er through large lectures than to confine 
his influence to the lucky few who manage 
to get into his sections and leave the rest 
to the mercies of the mediocre? 

One of the most effective teachers I 
have ever had was the late Henry Rand 
Hatfield. He taught the first accounting 
course I took at the University of Califor- 
nia to a group of some 500 students. His 
stimulating lectures were supplemented by 
relatively small section meetings led by 
doctoral candidates and junior faculty 
members. I have no doubt that this system 
advanced my education far more than 
studying with a “less qualified” teacher in 
a small class of 25 or 30. The advantages of 
personal contact with a “great teacher” 
may still be realized in seminars and small 
advanced classes at the upper-class and 
graduate levels. 

The teacher who cannot perform satis- 
factorily before a lecture audience may do 
very well in discussion sessions with small- 
er groups of students above the level of 
the basic courses. Furthermore, effective 
discussion type classes with fairly large 
groups are in fact being conducted in some 


universities today. Can we contend cate. 
gorically that this number cannot or 
should not be increased? 

The question of small versus larger 
classes is a part of the broader issue of 
maintaining standards in the face of in- 
creasing enrollments and an inadequate 
supply of teachers. One way that the in- 
dividual institution can avoid the whole 
issue is just to refuse to increase its en- 
rollment at all in the face of rising demand 
for admission. Such a course of action 
would be impossible on the part of state 
universities required to admit most or at 
least a very substantial proportion of grad- 
uates of the state’s high schools; it might 
be considered anti-social on the part of 
private institutions. Some expansion in all 
institutions is probably in order. 

It is my conviction that rising, rather 
than relaxed, standards of academic per- 
formance can be maintained with in- 
creased enrollments. More _ efficient 
utilization of teaching staff through larger 
classes in certain courses should result ina 
better over-all level of instruction. Most 
private institutions can afford to be more 
selective in their entrance requirements 
with a concomitant increase in standards. 
Even in those institutions where the ratio 
of talented students to the rest remains the 
same, the absolute number of good stu- 
dents should increase with a larger base 
number and standards should hardly be 
expected to fall. In any event, there isa 
serious responsibility on the part of college 
teachers everywhere to press for higher 
standards of performance on the part of 
students and teachers alike. 

As enrollments increase faster relatively 
than teaching staff additions, some schools 
of business will be forced to take action 
which may effectively raise standards of 
instruction. Taxed to its capacity to pro- 
vide instruction for large numbers of stu- 
dents*who need or require the basic 
courses, teaching departments, including 
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accounting, may have to cut back on the 
number of specialized courses. This may 
be all to the good. There is a fairly wide- 
spread belief that an unfortunate tendency 
to unnecessary proliferation of accounting 

" courses exists in all too many schools. This 
is surprisingly true in some so-called liberal 
arts colleges that have allowed professional 
courses to infiltrate. 

In order to prune course offerings intel- 
ligently, rigorous and thoroughly honest 
examination of the material included in all 
the courses must take place. The truly 
significant, fundamental principles and 
techniques should be distributed among 
the remaining courses. This process should 
not only result in meatier, more meaning- 
ful courses, but should also contribute to 
the student’s breadth of educational ex- 
perience by freeing more of his time for 
fields outside his major department, both 
within and outside the professional school 
of business. 

At many schools, including two with 
which I have been associated, good results 
have been obtained through the develop- 
ment of standard schedules of course 
offerings. These beneficial results could be 
more widespread. Rather than offer every 
course every semester it is much more 
efficient to announce in the catalogue that 
advanced courses will be offered only one 
semester a year and that others will be 
offered only once every two years. In one 
institution I know well, all faculty carried 
fifteen hour teaching loads before this 
system was put into effect. Afterwards, 
twelve hours was the maximum; staff 
members carrying on productive research 
were enabled to carry nine-hour and even 
six-hour teaching loads. 


SOURCES OF SUPPLY 


Even though creative steps are taken to 
use the present supply of teachers more 
effectively, a need for more teachers will 
nevertheless still exist. What are the po- 


tential sources for more teachers? 

At least three major categories of ac- 
counting teachers can be distinguished: 

1. Those who have exclusively pursued 
an academic career with perhaps brief for- 
ays into professional accounting, 

2. Those who gave up careers in public 
or private accounting for the teaching pro- 
fession, and 

3. Those who supplement a nearly full- 
time career in public or private accounting 
with part-time teaching. Members of this 
group roughly correspond to the clinical 
professors of medicine. 

Ideally, an accounting department 
should contain members of all three 
groups. The man of essentially academic 
interest provides a valuable counterpoise 
to the practitioner. Practicing accountants 
and students looking toward a professional 
career would, however, be justified in find- 
ing fault with a university accounting de- 
partment made up entirely of teachers who 
had never left the campus. Educators, on 
the other hand, would have justifiably pro- 
found suspicion of a department made up 
entirely of practitioners who taught a 
course or two “‘on the side.” 

Many full-time teachers of accounting, 
of course, supplement their experience as 
well as their incomes with part-time public 
accounting practice or private consulting 
work. This is generally to be applauded. 
There is nevertheless a serious potential 
danger in such practice. It sometimes hap- 
pens that a nominally full-time teacher of 
accounting becomes a nearly full-time 
practitioner and gives a bare minimum of 
time and effort to his educational respon- 
sibilities. An extreme example of this is 
well known to me. One professor with a 
large public accounting practice arranged 
his schedule so he would be on campus on 
Tuesday and Thursdays only. He achieved 
a further concentration of his teaching 
duties by teaching two different courses at 
the same time in the same room. He ac- 
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complished this by exclusive use of what he 
called the “Socratic method.” He assigned 
problems and made himself available to 
answer individual questions; he was not 
“bothered” by lectures or class discussion. 

In view of the growing need for more 
and better teachers of accounting, it 
would seem that members of the profes- 
sion have a recruiting job to do both 
among (1) promising students and (2) 
highly successful practitioners with a sin- 
cere interest in teaching and research who 
might be induced to return to the “halls of 
ivy” on a part- or full-time basis. 

In most college communities, except 
those in major metropolitan areas, practi- 
tioners willing and able to take on part- 
time teaching assignments are difficult to 
locate; but the effort may prove highly re- 
warding. Some of the very best teachers 
are those who give up highly successful 
careers in public or private accounting for 
full-time academic work. A great effort 
should be made to attract talented people 
from professional practice. Those who can- 
not quite make the grade in business and 
wish to fall back on the supposedly shel- 
tered academic life should, of course, be 
avoided. 


HOW TO ATTRACT TEACHERS 


It used to be claimed that at the Har- 
vard Law School the “‘A” students became 
professors of law, the “B” students be- 
came judges, and the “‘C” students prac- 
ticed law and made $100,000 a year. While 
this probably never has been an accurate 
reflection of the actual state of affairs in 
law and certainly is not desirable, it would 
be most beneficial if an increased number 
of the “A” students of accounting were to 
enter the field of education. 


Combined Graduate Study and Practice 


At least one university is experimenting 
with a program which combines graduate 
study and professional accounting prac- 


tice as a means of increasing the supply of 
qualified accounting teachers. Under this 
plan the graduate student is expected to 


undertake full-time study for one semester 


and spend the following semester on the 
staff of a public accounting firm. In this 
way actual experience may successfully be 
combined with academic training. Perhaps 
under such an arrangement the graduate 
student-accountant might be given a taste 
of teaching, through appointment as a 


section man in elementary courses under f 


the real, not nominal, supervision of a sen- 
ior professor. 
One caveat should be entered at this 


point. It often happens that the level of J 
experience offered to such “interns” in J 


public accounting firms is so low and rou- 
tine that it is not too helpful to teachers. 

An excellent way to develop real insights 
into the significant policy issues of the pro- 
fession is through case writing activities. 
One of the principal benefits of the case 
method of instruction lies in the involve- 
ment of the instructor in the actual busi- 
ness situation if and when he develops his 
own cases and does not rely exclusively on 
published case materials developed else- 
where. I admit the burden of this process 
on an insitutional budget, but I believe its 
educational dividends make meeting the 
costs a worthwhile effort. 

A promising opportunity for gaining 
meaningful experience in the accounting 
profession is being offered to faculty mem- 
bers by at least one major public account- 
ing firm. Six-week summer programs for 
remunerated participation in the firm’s 
activities by accounting professors have 
been established and are reported to be 
most valuable. 


Monetary Factors 


The low-paid college professor is cer- 
tainly a well-known stereotype. Invariably 
the question of salary comes up in discuss 
ing the relative attractiveness of a teaching 


level! 

base 
Corne 
taken 
mont! 
sities- 


caree 
profes 

topp 
profes 

do li 
Wash 

nine- 

 sorso 

uppe 

that 
other: 

 tivel 

walls, 
selve 
Wh 
torsa 
larly 
unfav 
young 

reers 

toda 

grad 

coun 

mont 

aftlue 
i for tk 

shoul 

instr 

while 
Ther 

ented 
will b 

more 
demi 
Pe 


career compared to alternative employ- 
ment in business or in the “independent” 
professions. While there is no doubt that 
top people in public and private account- 
ing receive higher compensation than top 
professors of accounting, many of the latter 
do live somewhat above the subsistence 
level! 

A recent survey showed the average 
base salary for full professors at Columbia, 
Cornell, Harvard, Pennsylvania, and Yale 
taken together was $10,000 for a nine- 
month academic year. Five state univer- 
sities—California, Illinois, Michigan, 
Washington and Wisconsin—averaged 
$9,085 for their full professors, also for a 
nine-month academic year. On a purely 
competitive basis, it is likely that profes- 
sors of accounting would tend to be in the 
upper end of these scales. It is a sad fact 
that philosophers, classical scholars, and 
others for whose services there is compara- 
tively little demand outside of academic 
walls, with notable exceptions, find them- 
selves at the lower end. 

While compensation for young instruc- 
tors and assistant professors is not particu- 
larly high, it does not compare too 
unfavorably with starting salaries paid to 
young men at the beginning of their ca- 
reers in public and private accounting. In 
today’s market the inexperienced college 
graduate entering the major public ac- 
counting firms can get $300 to $350 a 
month, while instructorships at the more 
affluent institutions are running at $4,000 
for the academic year of nine months. (It 
should be noted parenthetically that the 
instructorship implies a master’s degree 
while the junior accountant job does not.) 
There is no doubt, however, that the tal- 
ented young man in the business world 
will be able to increase his earnings much 
more quickly than his counterpart in aca- 
demic life. 

Perhaps a word might be in order here 
on the $50 million Ford Foundation pro- 
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gram designed, as you undoubtedly have 
heard, to encourage increases in college 
teaching salaries. Under this program from 
50 to 100 private colleges and universities 
will be awarded grants up to $10 million on 
a matching basis, the ratios of matching 
dependent upon potential available finan- 
cial resources. Foundation funds will neces- 
sarily be used as endowment, the income 
to be used for faculty salaries, but the 
matching funds may be either funds for 
current salaries or for endowment paral- 
leling the Foundation funds. It is hoped 
that this program will serve to alert the 
nation to this crucial problem and that 
significant action will be taken outside 
and in addition to the program which will 
lead to a widespread increase in salaries, 
especially for the senior levels, in both 
public and private institutions of higher 
learning. 

In facing the knotty problems of ad- 
ministering this program the Foundatlon 
has the benefit of an Advisory Committee 
of distinguished citizens under Devereux 
C. Josephs, Chairman of the Board of 
New York Life Insurance Company. John 
J. Corson of McKinsey and Company 
serves as Executive Vice Chairman. At 
the present time up-to-date information is 
being gathered from all accredited colleges 
and universities in the United States 
which offer four-year undergraduate pro- 
grams. It is expected that final disburse- 
ment of grants under the program will be 
completed by the end of 1957. 

To offset the base salary disadvantage, 
potential recruits to accounting teaching 
might well be apprised of certain “fringe 
benefits” such as the free tuition advan- 
tage accruing to most faculty members’ 
children in private colleges and universi- 
ties. When one considers that a man with 
children of college age is likely to incur an 
expense of at least $2,000 per child per 
year, a significant advantage of a faculty 
position is immediately apparent. 
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A survey of 285 private four-year col- 
leges reveals that 188 now remit full tuition 
for faculty children; 66, half or more; 11, 
less than half; and 20, none at all. It is be- 
coming increasingly possible too for facul- 
ty members of one institution to send 
their children to other institutions on a 
tuition-free basis. With support of The 
Fund for the Advancement of Education, 
an organization called Tuition Exchange 
has been established to facilitate reciprocal 
tuition rebate plans for children of faculty 
members. About 150 colleges and universi- 
ties have already become members of the 
new group. 

It is also well to remind potential re- 
cruits to teaching from professional prac- 
tice of the dollar benefits of TIAA and 
CREF. These annuity plans involve addi- 
tional compensation on the part of the 
university of up to 10 per cent of base 
salary. Retention by the academic em- 
ployee of the full benefits of the institu- 
tion’s contributions under these plans 
even though he leaves covered employ- 
ment is a feature seldom attaching to a 
private pension arrangement. 

Employees in most state universities 
are not covered by TIAA, but by state 
pension plans which are generally less ad- 
vantageous. It is sometimes argued that 
university staffs should not get preferen- 
tial treatment over other state employees. 
In at least one state university, however, 
TIAA coverage is used to supplement the 
state pension system. It is reported that in 
another, the governing board of the uni- 
versity itself makes a higher retirement 
plan contribution than is the case for 
other state employees. Perhaps additional 
state legislatures can be made to realize 
that their universities must compete with 
other schools offering TIAA benefits and 
may be induced to modify their attitude 
on this matter. 


Conditions of Work 
The director of an important state de- 


partment who found his services no 
longer required when the state adminis. 
tration changed parties recently took a 
full professorship at a large private uni- 
versity. He was shocked to find, upon his 
arrival on campus, that his office contained 
no telephone and that he would be asked 
to share a stenographer with half the facul- 
ty. This situation is hardly strange or 
shocking to a very large number of aca- 
demic members of my audience for whom 
private secretaries and private telephones 
are amenities to which they would like to 
become accustomed. But I do believe that 
good teaching and scholarly productivity 
are aided by adequate access to a steno- 
graphic pool or a dictating machine and 
transcription help, a telephone not-too- 
many steps away, a private office—even 
though small and austere, and grading 
help. These aids should certainly be pro- 
vided for senior men whom the university 
hopes to entice from business or public 
accounting. Sacrifices should also be made 
to provide graduate research assistance 
for the promising research men on the 
faculty of universities. 

I feel very strongly on this matter. In 
periods of meager revenue I should be 
reluctantly willing to forego the service of 
a junior faculty member—or much less 
reluctantly, the service of a mediocre 
faculty member without tenure—with a 
consequent increase in class size, rather 
than reduce secretarial help below mini- 
mum standards. 

In passing, I should mention an un- 
fortunate occurrence at one institution, 
about which I have recently learned. It is 
reported that teaching schedules have 
been revised so that the so-called full-time 
faculty personnel teach on each day of 4 
six-day week. With the five-day week just 
about universal in business, this action on 


the part of the university in question repre- § 


sents a most deplorable retrograde move- 
ment. It will hardly encourage desirable 
field research and desirable consulting on 
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the part of present faculty members. It 
will definitely not constitute a factor in at- 
tracting new faculty members. 

The teachers in my audience are prob- 
ably saying: “Why talk to us about such 
matters? Tell the administration!’ In my 
opinion, no sensible administration will 
long ignore the reasonable request of its 
faculty. An astute faculty will first care- 
fully think through a realistic position on 
these matters and then work hard at the 
task of convincing the administration if 
there is initial failure to respond. 

A much more important condition of 
work than those already discussed is an 
atmosphere of intellectual freedom. With- 
out it, university life has little to offer to 
creative minds. And I refer to intellectual 
freedom for the junior man on the staff as 
well as for the department chairman. Too 
often the young instructors feel it unwise 
to express opinions differing from those of 
their seniors or to experiment with un- 
orthodox teaching methods and lines of 
inquiry. While effective guidance on the 
part of more experienced colleagues is of 
course desirable, the senior teachers should 
take care lest they force their juniors into 
a mold of conformity. ““Yes men” are not 
long-run assets in any organization. In 
academic institutions they should be es- 
pecially unwelcome. Progress for the mor- 
row comes by questioning the “‘good practice” 
of today. 

Accounting teaching would be in much 
better shape if American professors had 
the same regard for their calling as do 
those of other countries. A colleague of 
mine recently discussed with its director 
the establishment of a business adminis- 
tration institute at the Delhi School of 
Economics. My colleague pointed out to 
the director that one difficulty he might 
tun into is the hiring away by business of 
his young faculty members once they are 
trained. The director replied that his 
faculty cannot be “bribed.” All of them, 
he said, have been offered two or three 


times as much to go into private business, 
but they have steadfastly refused to give 
up their status as professors. In other 
words, the staff of the Delhi School of 
Economics does not consist of “economic 
men.” This incident illustrates the point 
that a teaching career cannot be made at- 
tractive to top-flight people on a monetary 
basis alone. The way to “sell” it, in my 
opinion, is on the basis of intellectual chal- 
lenge and prestige. 


Intellectual Challenge 


One may correctly raise the question as 
to how much intellectual challenge is in- 
volved in the teaching of accounting 
courses which are narrowly focused on 
technical procedures. It seems to me that 
accounting education on the collegiate 
level should strive for something more, 
and this presents a real challenge. Course 
work in accounting might be broadened 
along several avenues. 

You may have read an interview with 
the accounting profession’s distinguished, 
thought-provoking George O. May on the 
occasion of his eightieth birthday, which is 
reported in the June, 1955 issue of the 
Journal of Accountancy. ‘Our biggest job,” 
says Mr. May, “‘is to re-examine the basic 
assumptions on which we now operate.” 
Mr. May points to specific assumptions 
which might well be challenged in the 
light of present-day conditions. For ex- 
ample, there is the well-debated question 
of the relation of the fluctuating value of 
the dollar to the reported dollar value of 
accounts. 

Certainly this is a task for the college 
and university. It would be appropriate, 
in my opinion, to explore rather deeply 
the consequences of adjusting book values 
to reflect changes in the purchasing power 
of the dollar. As another example: How 
should accounting take into consideration 
discoveries in the atomic and electronic 
fields which might make whole enterprises 
obsolete? These are just two of the 
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broader, perhaps philosophical, questions 
which might present an intellectual chal- 
lenge to both the teacher and the taught. 
In addition to a continual re-exami- 
nation of the basic assumptions underlying 
accounting, the teacher of accounting 
should emphasize the economic and social 
consequences of accounting procedures 
and principles. To quote once again from 
Donald P. Perry’s recent Dickinson Lec- 
ture: 
“Accounting principles in themselves have eco- 
nomic influence in determining how industrial 
earnings shall be measured and interpreted, how 
they shall be charged with the burden of income 
taxation, how revenues shall be distributed in the 
resolution of pressures between labor, manage- 
ment and ownership, what the capital needs of 
industry may be and how prospective sales, pur- 
chases or combinations of business shall be 
evaluated,” 


It is not too much to expect that a 
teacher of accounting be prepared to in- 
spire and direct an intelligent discussion of 
the role of profit in the economy, the ef- 
fect of dividend policy on capital forma- 
tion, or the effectiveness of the withhold- 
ing tax as a built-in stabilizer, to pick a 
few broad topics which might naturally 
grow out of accounting considerations. 

It hardly need be added that the quali- 
fied teacher of accounting must be thor- 
oughly conversant with the other aspects 
of business administration—a task which 
should also present a challenge. Many of 
his students will enter private business and 
will be expected to appreciate how the ac- 
counting function relates to production, 
to marketing, and to finance. And those of 
his students who enter public accounting 
will frequently be called upon to serve as 
general management consultants, particu- 
larly to small business clients. 

In the address to which I have referred, 
Mr. Perry makes a most disturbing asser- 
tion. He states: 


“Many of our schools offering accounting have not 
kept abreast of the organized practicing profes- 


sion. Material found in the bulletins of the 
Institute’s Committees on Accounting Procedure 
and on Auditing Procedures, as well as other 
professional literature, has sometimes been slow 
to penetrate the body of teaching materials used 
in the schools. Often it enters the curriculum only 
as it is apprehended by the writers of textbooks, 
Obviously, teachers should make every effort to 
keep in touch with developments in practice, just 
as it is a responsibility of practicing members 
of the profession to keep actively interested in the 
educational and research activities of its aca- 
demic members” 

and—I might add—give serious thought 
to the results and implications of academic 
research. 

The academic world should be in the 
forefront of new developments and should 
find it most embarrassing to be accused 
of lagging behind existing practices. It is 
not only to be hoped that bright young 
men and women in accounting teaching 
should be aware of current practice, but 
also that they be continually exchanging 
ideas with their colleagues in other disci- 
plines both within and without the busi- 
ness schools in order to develop new con- 
cepts and procedures and to discard out- 
worn ones. 

For example, the auditor sampling in- 
ventory or accounts receivable has typ- 
ically used some rule-of-thumb sampling 
procedure and has had no way of knowing 
the limits of confidence he could place on 
his results. But statisticians have now de- 
veloped sampling techniques which give 
fairly exact measures of confidence for the 
information provided by samples. Cer- 
tainly alert teachers of auditing should 
make an effort to keep up with the growing 
literature on the application of statistical 
sampling techniques to auditing and to 
reflect their interest and knowledge in 
their teaching. They have a challenging 
opportunity to translate the sometimes 
abstruse language of the statistician for 
the benefit of the student as well as for the 
practicing auditor. 

In order to keep in the forefront of new 
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developments, sufficient opportunities and 
encouragement for faculty research must 
be given. Reduced teaching loads, grad- 
uate assistants, clerical and computational 
help, and travel pay are some of the en- 
couragements which should go—not to 
everyone as a right—but to the staff mem- 
bers who show signs of imaginative 
scholarly productivity. 

Professors of accounting are generally 
involved with matters of such immediate, 
“practical” importance to business that 
their research activities are often well re- 
munerated by business firms. A great 
danger exists, however, that faculty re- 
search may be confined to applied, “prac- 
tical” projects which can easily command 
such outside remuneration. University re- 
sources must be used to support longer- 
run, more basic research which might not 
promise immediate pay-off, but which 
might eventually result in contributions of 
even more lasting importance. Faculty re- 
search gives life to the teaching of the re- 
searcher and of his colleagues who utilize 
the results of his research. It certainly pro- 
vides an incentive to revise the teaching 
notes before the paper on which they are 
written crumbles with age. 


Prestige 
Professors tend to belittle the prestige 
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value of their calling. Beset by what some 
consider rampant anti-intellectualism in 
the country as a whole, and in conse- 
quence of the emphasis given to the low 
pay of the teaching profession, many of us 
underestimate the attractiveness of teach- 
ing as a profession. One study’ of the rela- 
tive prestige of different occupations 
showed that a random sampling of the 
American population ranked the status of 
college professors higher than that of busi- 
ness executives and higher than that of 
any profession except medicine. Such a 
result challenges the common impression 
of numerous observers and of American 
intellectuals themselves that their status 
in society is low. There may be an un- 
fortunate divergence then between the 
self-image of intellectuals, even practical 
ones interested in a field such as account- 
ing, and the esteem in which they are held 
by the public at large. 

The situation we face in attracting and 
maintaining a supply of effective profes- 
sional academic personnel in the field of 
accounting and elsewhere is not easy, but 
it is challenging. It can and will be met by 
hard work, good will, and the exercise of 
imagination. 


1 Cited, but not identified, in Bendix, Lipset and 
Malm, Social Origins and Occupational Career Patterns 
(Berkeley: Institute of Industrial Relations, 1954). 
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THE ATTRACTION AND SELECTION 
OF ACCOUNTING MAJORS* 


C. Rotts NISWONGER 
Professor, Miami University 


HERE WAS A TIME when [I had a firm 
conviction that the accounting de- 
partment of my own school attracted 
more than its proportionate share of the 
outstanding business students. Colleagues 
in other universities expressed the same 
opinion regarding their own department. 
More recently, however, I have had a 
growing impression that the accounting 
curriculum has been losing ground and 
that too many capable and personable 
business administration students are elect- 
ing other majors in which the academic 
furrow is easier to plow. 

Some two and a half years ago an edito- 
rial entitled, “Is Public Accounting Attract- 
ing Enough Good Men?” appeared in The 
Journal of Accountancy. It expressed con- 
cern as to both the number and the quality 
of college graduates entering the profes- 
sion. At about the same time a professor 
at a midwestern university informed me 
that only 17 per cent of their June business 
graduates were accounting majors, and of 
those a fourth were women. This con- 
trasted with about 50 per cent of the 
graduates being accounting majors several 
years earlier. He also indicated that there 
had been a definite downward trend in the 
quality of the students in the accounting 
curriculum. As an additional example of 
this viewing with alarm, the personnel 
director of one of the national accounting 
firms recently voiced the opinion that 
fewer and fewer present day business 
school students have what it takes to 


* This paper was presented at the annual meeting of 
the American Accounting Association, Philadelphia, 
August 31, 1955. 

? April, 1953, pp. 421-2. 
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undergo the rigors of the accounting cur. 
riculum and the early years of accounting 


practice. As he put it, the question upper f 


most in the minds of college seniors when 
being interviewed for a position is “How 
long will it be before I can buy a Buick 
dynaflow?” Of almost equal importance 
has been the question: ‘““What kind of re 


tirement pension plan do you have?” h § 


short, it was his opinion that present day 
students are not looking for challenging 
opportunities but rather for a job that will 
assure them security and a comfortable 
mode of life. 

In 1952 Professor Skeels, of Sacramento 
State College, made a study of enrollments 
in accounting in California colleges for the 
four years 1949-52. The results of his in- 
vestigation were published in the Noven- 
ber, 1953 issue of the California Certified 
Public Accountant For purposes of the 
study, all students enrolled in an account- 
ing course above the first-year level were 
considered to be accounting majors. Data 
were received from 15 colleges and univer- 
sities, 17 junior colleges, and 6 private 
business schools of collegiate grade, which 
together represented about three-fourths 
of the schools in the state. It was found 
that the total enrollment in colleges gen- 
erally declined during the three years, 
with a slight upturn in 1952; that the 
total enrollment in schools of business de- 
clined markedly during each of the three 
years; and finally, that enrollment of ac- 
counting majors declined at an even faster 
rate. 

A number of reasons for the relative de- 


2 November, 1953, pp. 34-7. 
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dine in accounting students was advanced 
by the reporting schools. The factor men- 
tioned most frequently was the decrease 
in enrollment of veterans. They were more 
mature than the non-veterans and were 
more likely to have the motivation and 
determination necessary for successful 
completion of the accounting curriculum. 
It must be assumed, of course, that the 
veterans also had a firm belief in the num- 
ber and the excellence of employment op- 
portunities in accounting. The explana- 
tion ranking second in frequency was also 
related to military service—in this case it 
was the loss of men students because of 
the draft. Other reasons advanced for the 
decline in enrollment included the belief 
that beginning salaries in accounting 
were typically lower than in other fields 
and hence less attractive, that an unfavor- 
able attitude toward accounting had been 
engendered in high school, that the ac- 
counting field was overcrowded, and finally, 
that the subject is too difficult for most 
students. 

It was the California study, in part, 
that prompted your Task Committee on 
Accounting Personnel to make further in- 
quiry into the trend of enrollment of ac- 
counting majors. We sought to determine 
the number of students graduated with an 
undergraduate degree in business and the 
number of such students who had majored 
in accounting, for each of the five years 
1950 through 1954. We directed our in- 
quiry to the number of graduates rather 
than to the total enrollment in the ac- 
counting curriculum for two reasons: (1) 
It was believed that the information 
would be more readily available and we 
could therefore expect a greater number 
of returns; (2) In many schools students 
may freely transfer from one major to 
another during the first two years of col- 
lege or even later; consequently, it was 
thought that the number of graduates by 
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years would more accurately indicate the 
trend. 

Of the schools contacted, 71 were able 
to provide complete information for each 
of the five years. They were widely dis- 
tributed geographically, with 32 states 
represented. There were 4 schools in New 
England, 22 in the Middle East, 15 in the 
Southeast, 7 in the Southwest, 15 in the 
Central states, 3 in the Northwest, and 5 
in the Far West. The number of under- 
graduate business degrees granted by 
these institutions in 1950 represented 
slightly more than one-third*® of the total 
number of undergraduate business de- 
grees for the entire country. Approximate- 
ly half of the 71 schools were members or 
associate members of the American As- 
sociation of Collegiate Schools of Business. 

The total number of undergraduate de- 
grees in business granted by these 71 
schools, the number of undergraduate de- 
grees in the accounting curriculum, and 
index numbers for both series, using 1950 
as the base year, are presented in Table 1. 
There were many individual variations 
from this composite picture. Of the 71 
schools, however, only 4 granted more ac- 
counting degrees in 1954 than in 1950. 
Perhaps the most significant fact revealed 
by the data is that accounting degrees de- 
clined more, relatively, than did total 
business degrees. The relationship of ac- 
counting to total business degrees is shown 
in Table 2. 

The larger schools obviously had a 
greater influence on the data than did 
those with smaller enrollments. An analy- 
sis of the relative number of accounting 
degrees to total business degrees by indi- 
vidual schools yielded the following re- 


3 Total undergraduate business degrees reported by 
the seventy-one schools was 25,253, as compared with 
the national total of 72,137 as reported by Richard L. 
Kozelka in ‘Professional Education for Business 
Administration,” Higher Education, April 15, 1953, p. 
184, 
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TABLE 1 
NuMBER AND INDEX OF UNDERGRADUATE DEGREES IN 
BusINEss ADMINISTRATION AND OF UNDERGRADUATE 
DEGREES IN ACCOUNTING CURRICULUM 
SEVENTY-ONE AMERICAN COLLEGES AND 
Universities, 1950-1954 


Business Accounting 

Administration Curriculum 
Number Index Number Index 
1950 25,253 100.0 7,478 100.0 
1951 19,256 76.3 5,441 72.8 
1952 15.916 63.0 4,586 61.3 
1953 14,155 56.1 3,868 51.7 
1954 13 ,222 52.4 3,603 48.2 


sults: in 41 per cent of the schools the rela- 
tive position of accounting was lower in 
both 1953 and 1954 than in 1950; in 29 
per cent the relative position of accounting 
declined in either 1953 or 1954 and main- 
tained or improved its position in the 
other year; and in 30 per cent of the schools 
the relative position of accounting was 
either maintained or improved in both 
1953 and 1954. Although there is no evi- 
dence that the sample is necessarily repre- 
sentative, it would seem safe to assume 
that we may rely upon the nature of the 
trend indicated: that is, that the absolute 
number of accounting degrees declined 
materially during the four years 1951 to 
1954, and the decline appears to have been 
greater for accounting degrees than for 
business degrees in fields other than ac- 
counting. 

Definitive information concerning the 
mental capabilities of accounting majors 


TABLE 2 
RELATIONSHIP OF UNDERGRADUATE DEGREES IN 
ACCOUNTING CURRICULUM TO TOTAL DEGREES IN 
BUSINESS ADMINISTRATION 
SEVENTY-ONE AMERICAN COLLEGES AND 
Universities, 1950-1954 


Business Accounting Per Cent 
Administration Curriculum Accounting 
1950 25,253 7,478 29.6 
1951 19,256 5,441 28.3 
1952 15,916 4,586 28.8 
1953 14,155 3,868 27.3 
1954 13 , 222 3,603 27.3 


is more difficult to obtain than data on 
numbers enrolled. Information is ayvail- 
able, however, on the intellectual abilities 
of business students generally as com. 
pared with students in other fields. The 
recent report of the Commission op 
Human Resources and Advanced Train. 
ing indicates that, based on intelligence 
test scores, students in business and com- 
merce rank near the bottom in comparison 
with other fields. For example, only 12 
per cent of the students in business placed 
in the 81-100 percentile for all graduates, 
This may be contrasted with students 
who majored in engineering, 25 per cent of 
whom placed in the same percentile range, 
At the lowest section of the rankings, 27 
per cent of business students were placed 
in the 1-20 percentile as compared with 
only 15 per cent of engineering students! 
Analysis of the test scores of the Army 
deferment program similarly indicate a 
relatively low position for business stu- 
dents. On the basis of equal weighting of 
quantitative and verbal scores, business, 
agriculture, and education rank at the 
bottom. When ranked by quantitative 
scores only, business and agriculture 
moved up to an intermediate position.’ 
There are undoubtedly many reasons 
why schools of business do not attract 
more of the good students. ‘Business” 
does not have the same prestige as do some 
of the professions, notably medicine, law, 
and engineering. Nor does it have the 
glamour associated with the sciences. The 
field of business covers a broad range of 
activities and accommodates persons of 
widely varying abilities, as contrasted 
with the more highly specialized sciences 
and professions. High school graduates 
with undistinguished records or with only 
vague educational objectives are referred 


“American Resources of Specialized Talent (New 
York: Harper & Brothers; 1954) 

5 Annual Report to Board of Trustees, 1951-52, Edu- 
Cational Testing Service, p. 13. 
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to the business schools by high school and 
university counselors. Business subjects 
taught in the high schools are regarded as 
yocational and are usually classified as 
nonacademic by universities. This fact un- 
doubtedly influences attitudes toward 
business education at the college level. 

Professor Frank P. Smith, Study Direc- 
tor of the Commission on Standards of 
Education and Experience for C.P.A.’s, 
has been assembling information bearing 
upon the intellectual quality of students 
majoring in accounting. He very gen- 
erously permitted me to study the data 
and report my interpretations. 

Professor Smith asked some sixty 
schools of business to submit information. 
They were selected to represent principal 
geographic areas, different sizes of student 
body, and various types of parent insti- 
tutions. Many of the schools were able to 
supply only portions of the data requested 
and there was insufficient homogeneity to 
permit statistical summaries. However, in 
nearly all cases in which comparisons in 
ability could be made, students majoring 
in accounting were found to be superior to 
other business students. For example, one 
municipal university in the Middle West 
found that the median ACE raw score of 
accounting majors was 123.5, as compared 
with a median score of 108.0 for all other 
students in business administration. A 
midwestern state university reported that 
the median percentile on the ACE test of 
their accounting seniors was 65 as com- 
pared with a median percentile for all 
other business seniors of 59. A comparison 
of psychological test scores of accounting 
majors with marketing majors at a western 
university similarly revealed the intellec- 
tual superiority of the accounting stu- 
dents. 

Studies of achievement in college also 
revealed that in most cases the accounting 
Majors attained higher scholastic aver- 
ages. For example, 13 out of 14 schools 
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found that a relatively greater proportion 
of accounting majors than other majors 
was elected to Beta Gamma Sigma. A 
private university in the south reported 
that 41 per cent of their current graduating 
class majored in accounting but that 64 
per cent of the accounting majors ranked 
in the upper third of their class. A mid- 
western state university reported that, al- 
though only slightly more than one 
fourth of their graduates of the past four 
years were accounting majors, nearly one- 
half of all honor students had majored in 
accounting. A study of grades in core 
courses at a western university revealed 
that accounting majors as a group ranked 
first among business students in ability to 
earn grades of A or B and they also ranked 
first in ability to avoid D’s, E’s, and F’s. 

The foregoing excerpts from the ma- 
terial submitted to Professor Smith give 
some idea as to the nature of his inquiry 
and the information obtained. Although 
the data may not permit a statistically 
sound statement that accounting students 
as a group are superior to other students in 
business administration, there is a con- 
siderable amount of evidence to that ef- 
fect. The extent to which they excel can- 
not be stated in quantitative terms, nor 
can any conclusions be drawn as to trends. 

I am informed by Mr. Robert L. Kane, 
Educational Director of the American In- 
stitute of Accountants, that a study of the 
median scores on the Institute’s aptitude 
test fails to indicate any marked change 
in the quality of students in the first-year 
accounting courses. He pointed out the 
fact that there is no assurance that the 
sample is representative, and that there is 
the further complication of changes from 
time to time in the roster of schools par- 
ticipating in the program. Comparison of 
scores over a period of years for some 
schools indicates an increase in quality, 
while for other schools a decrease in 
quality is indicated. In his opinion, it 
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would be dangerous to conclude that the 
quality of accounting students is remain- 
ing constant. 

The evidence obtained from the ad- 
mittedly incomplete data that I have 
gleaned from various sources may be sum- 
marized as follows: (1) It appears that for 
the years 1950 through 1954, the total en- 
rollment of accounting majors has de- 
creased more sharply than total enroll- 
ment in schools of business administra- 
tion. There is no reason to assume that the 
trend has stopped or that it will be re- 
versed in the future. (2) The intelligence 
level of students in business administra- 
tion appears to be below that of under- 
graduate students generally. (3) There is 
reason to believe that accounting attracts 
more than a pro rata share of the better 
students enrolled in business curricula but 
there is no indication of any improvement 
in selectivity. Indeed, there is no assur- 
ance that we have not retrogressed. 

The question that naturally follows is: 
“What can we do to improve the situation, 
both as to number and quality of stu- 
dents?”’ I suspect that most of us have 
given little attention to the problem of 
attracting students to accounting, and 
have done even less by way of converting 
plans into action. Teachers of accounting 
have traditionally enjoyed a higher repu- 
tation for competence and adherence to 
good academic standards than have their 
colleagues in some other areas of collegiate 
business education. An attitude of com- 
placency, perhaps even of smugness, is 
only natural under such circumstances. 

The first opportunity of attracting 
qualified personnel to professional ac- 
counting is in the secondary schools. 
While it may be true that incoming college 
freshmen, to a large extent, are undecided 
as to their careers, it has been my obser- 
vation that those of superior ability who 
intend to enter medicine, engineering, 
law, or other specialized fields have usually 


made up their minds before they enter col- 
lege. If we are going to attract such young 
men, we have got to tell them our story 
not later than the twelfth grade of high 
school and perhaps even earlier. We need 
to inform them not only directly but also 
through their parents and their high 
school counselors. 

A committee of the school of business of 
a western university recently made a 
study of the quality of their incoming 
students and on the basis of their findings 
suggested the following three objectives 
to the faculty: (1) to strengthen the back- 
ground preparation of high school students 
entering college, (2) to attract a larger 
percentage of the better high school stu- 
dents, and (3) to give the field of business 
administration greater prestige in high 
schools. Included in the committee’s pro- 
gram for achieving the objectives were a 
number of recommendations concerning 
relationships between the school of bus- 
iness faculty and the high schools. All 
members of the faculty concerned with 
contacting high school teachers and stu- 
dents, as well as other faculty members, 
as the occasion arises, were urged to take 
positive action along the following lines: 
(1) the development and the maintenance 
of cordial relations with high school 
teachers, (2) the education of high school 
advisors as to the nature and the purposes 
of business administration in college, (3) 
the enhancement of the prestige of business 
education in the high schools, and (4) the 
active proselytizing of superior high school 
students for the school of business. 

This is certainly a laudable program 
and one that other schools of business 
might well adopt. There is no reason, 
however, for departments of accounting 
to delay action until their sheltering 
school formulates such a program. I see 
no reason why we should hesitate to use 
all honorable means of attracting stu- 
dents to accounting. I therefore propose 
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that each accounting teacher consider it 
an obligation to participate to the fullest 
possible extent in the following four-point 
program : 

(1) inform secondary school and col- 
lege students, and their counselors, 
about professional accounting, 

(2) seek to increase the prestige of the 
accounting curriculum, 

(3) promote the idea of scholarship 
grants for accounting students, and 

(4) enlist the aid of the various organi- 
zations of practicing accountants 
and in turn cooperate with them in 
their educational activities. 

I shall not attempt to outline a detailed 
plan for attaining these objectives, but I 
would like to make some suggestions that 
may serve to stimulate your thinking. 
First, there are a number of promotional 
materials available for use with prospec- 
tive students, parents, and counselors. 
We should make greater use of them. 
There are a few items on the accompany- 
ing list that I would like to mention 
specifically. 

The 20-minute, sound film, “Accounting 
—The Language of Business,” is one of 
the most effective aids. Most high schools 
devote some time each year, usually in the 
autumn, to a vocational guidance program 
for seniors. Representatives of various oc- 
cupations and professions are invited to 
the school to speak informally and to an- 
swer questions. The film is particularly 
appropriate for such programs, and we 
should inform high school counselors of its 
availability. We should also provide speak- 
ers, either from our own ranks or from 
among the practitioners, to supplement 
the film. A booklet entitled ‘‘Professional 
Help Wanted”’ is also available as acom- 
panion item. Unless positive action is 
taken to prevent it, the entire program at 
the high school level is likely to be directed 
exclusively to students in commercial edu- 
cation. I am sure that many of the audi- 


ences that have viewed the film have been 
composed entirely of students in the book- 
keeping classes. It should be made clear 
that we want to reach all top-level students 
regardless of their academic interests in 
high school. Counselors must be educated 
to differentiate between bookkeeping and 
professional accounting, and we must em- 
phasize that their relationship is no 
greater than, for example, the relationship 
of mechanical drawing to architecture. 

Another A.I.A. service that should be 
brought to the attention of counselors is 
the accounting testing program for high 
school students. The program is composed 
of an orientation test and special norms 
for accountants for use in the Kuder Pref- 
erence Record. This represents the first 
attempt by a professional society to pre- 
pare a guidance instrument for secondary 
school use and to supply it at a charge ap- 
proximating the printing costs. A recently 
published eleven-page brochure describ- 
ing the Institute’s testing program is avail- 
able for distribution to counselors. 

The results that we may expect to ob- 
tain from an educational program at the 
secondary level may appear to be minus- 
cule and hardly worth the effort. Certain- 
ly the effect will be difficult to measure. 
I am convinced, however, that it is a 
sound long-range program and offers much 
promise. 

The area in which we have all used our 
influence to direct superior students into 
accounting is our respective campuses. 
That we need to increase our efforts, and 
perhaps to devise new techniques, is evi- 
denced by the trends in enrollment that 
were outlined earlier. The suggestions 
that I have to make are not original and 
are not necessarily presented in the order 
of their importance or possible effective- 
ness. Details of operation will also need to 
be varied to fit into the organizational 
structure of each particular school. 

Ordinarily there are no separate or 
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distinct admission requirements for ac- 
counting majors. Students who elect the 
accounting curriculum may do so because 
of the advice of parents, friends, registra- 
tion and counseling officers of the univer- 
sity, or members of the faculty. It is my 
opinion that university counseling officers 
need to be more fully informed concern- 
ing the qualities required for a successful 
careeer in our field. Too frequently stu- 
dents are referred to accounting primarily 
because they have introverted personali- 
ties, or are physically handicapped, or 
have an interest or aptitude in the clerical 
or computational areas. We should supply 
our counselors with all the information 
available, and more than that, we should 
cultivate their goodwill. 

Teachers of accounting should give 
greater attention to counseling college 
students, particularly those in the prin- 
ciples course. All too frequently we take 
the superior students for granted and ex- 
pend most of our time and energy on get- 
ting the poorer students through the 
course. A little time spent in examing the 
high school record, the psychological test 
scores, and the grade reports of the better 
students followed up by counseling, will 
yield good results. 

The A.I.A. tests are available as aids in 
attracting and counseling students. If ad- 
ministered early in the first year of ac- 
counting, the results of the orientation 
test are helpful to students in deciding 
upon their curriculum. I know from ex- 
perience that a high score on the orien- 
tation test, when combined with good 
grades in the principles course, has led 
undecided business students (and also 
liberal arts students) to major in account- 
ing. The tests are equally valuable in 
directing students with low aptitude away 
from specialization in accounting. It is un- 
fortunate that the emphasis on compara- 
tive ranking of schools during the early 
years of the testing program obscured its 
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value as a guidance tool. That this mis. 
directed emphasis caused some schools to 
discontinue the use of the tests is quite 
probable. 

Some schools have not used the tests 
because of the difficulties of defraying the 
costs. I can well imagine that the necessity 
of collecting the fee for materials and scor- 
ing from individual students would be a 
strong deterrent. I would like to suggest 
as possibilities the methods of financing 
that we use at Miami. We charge a noni- 
nal laboratory fee for all accounting 
classes, which is collected at the same time 
as tuition and other fees. The fund is used 
to purchase paper and other supplies for 
student use and also to pay for the test- 
ing program. Because of its higher cost, 
the Strong Vocational Interest Blank is 
administered on a selective basis only. We 
induced our University Counseling Service 
to administer the Strong Blank and to 
pay for the scoring. They also prepare two 
copies of the special accounting profile 
sheets, one for the student and the other 
for our files. I would strongly urge all 
schools to give serious consideration to the 
use of the Orientation Test as an aid in 
attracting and selecting students for the 
accounting curriculum. The A.I.A. film 
should also be used in the elementary 
classes. 

The career booklets published by the 
American Institute of Accountants, the 
Controllers Institute of America, and the 
Institute of Internal Auditors scarcely 
need to be described here. We are all 
familiar with them and also with their 
respective shortcomings as aids in arous- 
ing or stimulating the interest of prospec 
tive accounting majors. Regardless of their 
imperfections, copies should be made avail- 
able to high school and university coun 
selors, and to students on a selective basis. 
I know of one school that presents a copy 
of the A.I.A. booklet to each student who 
receives a grade of A or B in the first semes 
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ter of the principles course. In this par- 
ticular case the details of distribution and 
the costs are taken care of by the local 
chapter of Beta Alpha Psi. The fraternity 
benefits through having its name im- 
printed on the pamphlet and also through 
distributing some descriptive material of 
its own at the same time. You will be in- 
terested in knowing that the Committee on 
Selection of Personnel is currently en- 
gaged in preparing a career booklet for 
high school seniors and college freshmen. 
Its purpose will be to arouse interest in 
professional accounting generally rather 
than in any specific area. What we are 
striving for, above all, is simplicity and 
readability, qualities which we believe are 
essential for 18- and 19-year olds. 

Needless to say, our responsibility does 
not end with the distribution of printed 
materials. We must seek out the promis- 
ing students and give them our personal 
attention. For example, at one school with 
which I am familiar a member of the ac- 
counting staff has a personal conference 
with each superior student in the elemen- 
tary course. 

Anything that can be done to increase 
the prestige of accounting will help to at- 
tract students. Of course, prestige cannot 
be obtained as a thing apart; it is achieved 
as a by-product of sound accomplish- 
ments. For example, the primary purpose 
of an internship training program is cer- 
tainly not to attract students to account- 
ing. That it does have such an effect, how- 
ever, can hardly be questioned. Honors 
and awards for outstanding accomplish- 
ment by accounting majors are of value 
primarily as motivating factors, but they 
also yield prestige value. Some schools 
maintain in a conspicuous place a roster 
of the names of all graduates who have 
passed the C.P.A. examination. Student 
organizations such as Beta Alpha Psi and 
accounting clubs can do much to attract 
superior students to accounting. 
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Finally, we all need to be more conscious 
of the value of publicity. We should use 
the student newspaper, bulletin boards, 
and all other available means of communi- 
cating with students. We can maximize 
the prestige value of any worthwhile pro- 
ject only by telling people about it. 

I have suggested that we endeavor to 
develop a program of college scholarships 
for accounting. An undertaking of the 
magnitude that I envisage will require the 
cooperative effort and financial support of 
all of the professional accounting organi- 
zations. What I have in mind is a plan 
somewhat like the Science Talent Search 
Scholarship program, sponsored by the 
National Science Foundation. Selection 
would be based on competitive examina- 
tions administered to high school seniors. 
The benefits of such a large-scale program 
would far exceed the recruitment of a 
comparatively small number of scholars. 
Other students taking the examination 
would become interested in accounting, 
counselors and teachers would acquire a 
new perspective, and the profession would 
gain greater respect and prestige. The in- 
fluence that it would have in channeling 
other worthwhile talent into accounting 
would be incalculable. 

If I have directed an unduly large por- 
tion of my remarks toward viewing the 
situation with alarm, it has been pur- 
posely so. I have infinite confidence in the 
ingenuity of our members in devising 
sound plans of action. I also have no 
doubts as to our capacity to put them into 
operation. But first we must arouse our- 
selves and confront the disquieting state 
of affairs. 


SELECTED List oF GUIDANCE MATERIALS 
on ACCOUNTING 


American Institute of Accountants, 270 Madison 
Avenue, New York 16, N. Y. 


A PROFESSIONAL APTITUDE TEST FOR 
HIGH SCHOOL, By Robert Jacobs and 
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Arthur E. Traxler. 3 pp. Reprint from The 
Clearing House (1954) 

ACCOUNTING MAY BE THE RIGHT 
FIELD FOR YOU. 24 pp. Career booklet 
(1955) 

ACCOUNTING, THE LANGUAGE OF 
BUSINESS. Leaflet. Describes the film of 
the same name; contains film request form 
(1955) 

PROFESSIONAL HELP WANTED. Leaflet. 
Briefly describes public accounting, C.P.A., 
opportunities, rewards, etc. 

THE ACCOUNTING TESTING PRO- 
GRAM. 11 pp. Describes program for 
secondary schools and colleges. Directed to 
counselors and teachers (1955) 


Association Films, Inc.; Broad at Elm, Ridgefield, 
N. J.; 79 E. Adams Street, Chicago; 350 Turk 
Street, San Francisco; 1108 Jackson Street, Dallas 


ACCOUNTING, THE LANGUAGE OF 
BUSINESS. 20 minute sound film. Only cost 
is return postage. Also available at offices of 
various state C.P.A. organizations and local 
chapters (1953) 


Controllers Institute of America, 1 East 42nd Street, 
New York 17, N. Y. 


CAREERS IN MANAGEMENT ACCOUNT- 
ING AND CONTROL. 
booklet (1951) 


28 pp. Career 
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Institute of Internal Auditors, 120 Wall Street, New 
York, N.Y. 


THE FIELD OF INTERNAL AUDITING, 
12 pp. Career booklet (1953) 


Institute for Research, 537 S. Dearborn Street, Chi- 
cago 5, Ill. 


CAREER AS A PUBLIC ACCOUNTANT 
(CPA). 24 pp. Career booklet (1954) 


New York Life Insurance Company, 51 Madison 
Avenue, New York 10, N.Y. 


SHOULD YOUR CHILD BE AN AC. 
COUNTANT, By John L. Carey. Reprinted 
from advertisement in Ladies’ Home Journal, 
Saturday Evening Post, and Collier’s. Avail- 
able in leaflet form and also as a poster 
(1954) 


U. S. Government Printing Office, Superintendent 
of Documents, Washington 25, D. C. 


EMPLOYMENT OUTLOOK IN ACCOUNT- 
ING, Occupational Outlook Series, Bulletin 
No. 1048. 32 pp. (20¢). Includes material on 
growth of professional accounting, types of 
service, fields of employment, employment 
trends and outlook, earnings and working con- 
ditions. (In ordering ask for inclusion of Wall 
Chart No. 16, entitled “Accounting, A Large 
and Growing Field of Employment’’) (1951) 
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THE ATTRACTION AND SELECTION 
OF ACCOUNTING MAJORS* 


C. A. MOYER 
Professor, University of Illinois 


Attraction and Selection of Account- 

ing Students.” “The Attraction of 
Selected Students to Accounting” would 
more accurately describe the direction of 
the remarks which follow, because it seems 
tome that the number of accounting stu- 
dents is relatively unimportant as com- 
pared with the quality of students who are 
attracted to accounting. 

No alarm need be felt because the num- 
ber of students declined after the peak 
load which followed World War II. It was 
natural that there would be a temporary 
decrease following that unusual period. 
However, I am sure that most universities 
have experienced an upturn during the 
past year or two, or will experience an up- 
turn in the near future. For example, at 
the University of Illinois the 1954-55 Col- 
lege of Commerce enrollment increased 7 
per cent over that of 1953-54, but the 
number of students majoring in account- 
ancy increased 25 per cent. It appears 
likely that very soon departments of ac- 
countancy will not be concerned with the 
attraction of more students but instead 
will be concerned with the problem of 
handling the large number of students who 
want to major in accountancy. 

Universities should expect in the near 
future to be forced to consider proper 
means of restricting enrollment in the field 
of accountancy. Medicine, law, dentistry, 
pharmacy, engineering, architecture, and 
others have had to raise entrance require- 


T# subject being discussed is “The 


* This paper was presented as a discussion of Pro- 
fessor Niswonger’s paper at the annual meeting of the 
oy Accounting Association, Philadelphia, August 

1955. 
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ments and adopt other measures in order 
to restrict enrollment. We hope that ac- 
countancy will soon reach this same heal- 
thy condition. 

The data presented by Professor Nis- 
wonger show that the field of accountancy 
has consistently attracted a large share of 
the best students in colleges of commerce. 
Everything possible should be done to 
secure a still larger share of the best 
students, and in order to do this an accu- 
rate picture of the field must be presented, 
and the opportunities available must be 
accurately portrayed. Professor Niswonger 
described several effective means which 
are available. Some others which might 
be considered are: 

1. The profession should be given ade- 
quate representation at “‘career days” in 
high schools and colleges. Many high 
schools and many colleges set aside one 
or more days each year to acquaint stu- 
dents with the various professions and 
occupations available to them. It is im- 
portant that accountancy be properly 
represented at these conferences. Voca- 
tional guidance advisors, deans of men, 
placement officers, and other non-account- 
ants are no doubt sincere in their efforts 
to counsel, but they often give a distorted 
or inaccurate picture to interested stu- 
dents. Accountants should seek every op- 
portunity to participate in these career 
days or vocational guidance programs. 
Careers in accountancy should be dis- 
cussed by accountants, not by non- 
accountants. 

2. Every school which has a curriculum 
in accountancy should have an accountan- 
cy club or a similar organization to spon- 
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sor activities which are usually carried on 
by such a group. An accountancy club is 
ordinarily open to any student in a college 
of commerce who has had one year of 
accounting. Its purpose is to acquaint 
students with the various types of oppor- 
tunities available in accounting, to bring 
them in contact with leaders in the field, 
to establish a good student-faculty rela- 
tionship, to give students training in 
leadership, and to supply them with in- 
formation which is not ordinarily secured 
from the classroom. 

Such an organization usually arranges 
for about six to eight talks a year by 
leaders from public accounting, industrial 
accounting, government, and business. 
Some of the speakers might well be indi- 
viduals who were trained in accounting 
and who have become presidents of corpo- 
rations, treasurers, controllers, or who 
hold responsible non-accounting positions. 
This will help to emphasize the breadth 
and general usefulness of accounting train- 
ing. After the talks, students are given an 
opportunity to ask questions and to dis- 
cuss various problems informally with the 
speakers. 

Other activities include field trips of 
various sorts, faculty skits, student-facul- 
ty coffee hours, and similar functions. 

In some schools these activities are 
carried on by Beta Alpha Psi, and in some 
schools by both Beta Alpha Psi and an 
accountancy club. Regardless of who spon- 
sors them, they are important in the at- 
traction of good students to accounting. 
These activities give the students an op- 
portunity to see and talk with leaders in 
the field, and to get a well-rounded pic- 
ture of opportunities available in account- 
ing. 

3. The first course in accounting should 
be offered to students during the fresh- 
man year. There is considerable disagree- 
ment on this subject, and the practice in 
this matter varies widely from school to 


school. However, there seem to be many 
advantages accruing from this arrange. 
ment. 

A well-planned first course, taught by 
competent instructors who recognize the 
importance of this initial contact with 
students, will do much to interest good 
students in the subject. Inasmuch as 
students have not yet selected a major 
field of concentration at this point in their 
college work, a splendid opportunity is 
afforded instructors to have considerable 
influence on their decision. Many students 
who show aptitude toward accounting in 
this first course decide at that time that 
they will major in the subject. Others will 
do so with the proper amount of encour- 
agement and advice from instructors. 

Also, the first course at this point fur- 
nishes a good introduction to business, and 
relates accounting to the business world. 
This integrated presentation often helps to 
correct erroneous impressions secured by 
students from other sources, and places 
accounting in a favorable setting. 

4, Accounting positions open to seniors 
and available student internships should 
be well-publicized. If possible, it is desir- 
able that the placement office maintain a 
bulletin board in a prominent place so 
that all students may see it, and that re- 
quests for interviews by prospective em- 
ployers be posted regularly. The large 
number of accounting positions open in 
recent years, and the attractiveness of 
these positions, is the best evidence that 
accountancy is a growing field which 
should be considered by students. How- 
ever, in order to be effective, this infor- 
mation must be made available to all. 

5. Pamphlets, brochures, and all types 
of publications describing accountancy as 
a career should be revised frequently so 
that misleading information will not be 
disseminated. Accountants should insist 
that this material be current and accurate. 

For example, a leading encyclopedia, in 
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its 1955 edition, contains this erroneous 
statement: “There are no regulations, 
either state or federal, which prohibit an 
accountant who has not received a cer- 
tificate from engaging in professional prac- 
tice...” This statement implies that 
there are no regulations governing the 
practice of accounting when as a matter of 
fact there has been considerable develop- 
ment in both federal and state legislation 
relating to restrictions concerning the 
practice of accounting. This item and 
others in the encyclopedia relating to ac- 
countancy obviously were written many 
years ago, but they are probably read to- 
day by thousands who seek information 
about accountancy. Inquiry has disclosed 
that these sections are now in process of 
revision, and that the next edition of this 
particular encyclopedia will contain more 
up-to-date information. 

Several of the accounting organizations, 
including the American Accounting As- 
sociation, have taken an active interest in 
preparing literature describing accounting 
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fields. These are worthwhile efforts, and 
aggressive action in this direction should 
be encouraged, 

The five suggestions listed here, added 
to those given by Professor Niswonger, 
are some things that may be done to at- 
tract more of the best students to account- 
ing. 

The point that can not be emphasized 
too strongly is that accounting is develop- 
ing rapidly and that accountants must do 
everything possible to see that facts are 
made available to those interested. Stand- 
ards should be raised and not lowered. 
Standards of instruction, course standards, 
standards required for participation in 
internship programs, prerequisites for ma- 
joring in accountancy as an undergrad- 
uate, prerequisites for graduate work in 
accountancy, and requirements for the 
C.P.A. examination should be at a level 
which is within reach of individuals with 
proven abilities, but which will exclude the 
incompetent and the mediocre. 
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UNDERGRADUATE CURRICULUM STUDY 


REPORT OF THE TASK COMMITTEE ON STANDARDS OF 
ACCOUNTING INSTRUCTION 


counting Association has been con- 

cerned with accounting education. 
This interest has been manifested in vari- 
ous projects and special committee activi- 
ties undertaken by the Association, alone 
and jointly with other groups such as the 
American Institute of Accountants. 

One of the Association’s special task 
committees in the area of education is the 
Committee on Standards of Accounting 
Instruction. This committee is a successor 
to the Standards Rating Committee which 
terminated its activities with a report in 
the AccouNTING REviIEW for January, 
1954. Its assignment is to study account- 
ing instruction. It operates in cooperation 
with, and as a task force of, the Joint 
Committee on Education. 

The first project of the Committee on 
Standards of Accounting Instruction was 
a questionnaire study of the undergraduate 
courses taken by accounting majors. The 
questionnaire was carefully prepared and 
tested before being released. It was sent to 
most of the colleges and universities in the 
United States that offer a major or con- 
centration in accounting in an under- 
graduate program. The response was ex- 
tremely good. One hundred replies were 
received in time to be included in the tabu- 
lations. These schools are felt to be repre- 
sentative of all schools offering an account- 
ing major or concentration. The sample is 
not representative of all schools that offer 
accounting courses. Table 1 indicates the 
coverage of the sample of schools complet- 
ing questionnaires. 

The largest school in the sample grad- 
uated 837 students in 1954 with bachelor 
degrees in business. The median school 
graduated 146 students and the smallest 
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school in the sample graduated 14. It is 
expected that since the median school 
graduated 146 students, and the data were 
tabulated by schools without weighting, 
there is a tendency for curriculum needs 
to reflect this size. It is probable that the 
median school would have some 600 soph- 
omores, juniors, and seniors. 

The Committee recognizes the limita- 
tions and inaccuracies inherent in a ques- 
tionnaire-type of investigation. In this 
study, for example, schools may differ in 
calling a course “intermediate” or “ad- 
vanced.” The names of the textbooks used 
were requested for the purpose of checking 
the course names. In spite of variations 
and inaccuracies of this type the results 
were felt to be informative and useful to 
accounting teachers. It should be noted 
that the following tabulations were pre- 
pared on a semester-hour basis, necessitat- 
ing the conversion of quarter hours to 
semester-hours equivalents. 

Table 2 points out rather emphatically 
the need to set up effective recruiting pro- 


TABLE 1 


INDICATION OF SIZE OF SCHOOLS INCLUDED 
IN SAMPLE 


No. of Business 


No. of 
Bachelor Degrees 

Granted in 1954 Schaets 
0- 50 12 
51-100 17 
101-150 16 
151-200 8 
201-250 12 
251-300 7 
301-350 2 
351-400 0 
401-450 4 
451-500 2 
Over 500 3 
No report 17 
Total 100 
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TABLE 2 


RELATION OF ACCOUNTING Majors TO TOTAL 
STUDENTS GRADUATED WITH BACHELOR’S 
DEGREES IN BusINESS* 


Accounting Majors 


% of 1950 of 


Bachelor’s Degrees 


No. % of 1950 No. 


Year column 3 
(1) (2) (3) (4) to 
column 1 
1950 25,253 100% 7,478 100% 30% 
1951 19,256 76 5,440 73 28 
1952 15,916 63 4,586 61 29 
1953 14,155 56 3,868 52 27 
1954 13,222 58 3,603 48 27 


* Only 71 schools supplied data for this tabulation. 


grams in both accounting and other busi- 
ness curricula. 

It is notable that 1954 saw less than 
half as many accounting majors graduat- 
ing as in 1950. Perhaps the most disturbing 
relationship is that the shrinkage in ac- 
counting majors was greater than the 
shrinkage in all business majors, including 
accounting. 

The decline in degrees in business was 
considerably sharper than for all bachelor 
degrees. While figures are not yet available 
for 1954, The World Almanac indicates 
that all bachelor’s and first professional de- 
grees granted in 1953 were approximately 
70% of those granted in 1950. 


TABLE 3 
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Conceivably, improvements in the cur- 
ricula for accounting majors may be of 
some value in inducing qualified young 
people to elect an accounting major. All 
of the following tables relate to accounting 
curricula. 

The median of hours required for a 
bachelor degree, with a major in account- 
ing, is 126 hours. The vast majority of the 
schools (86) require 130 hours or less. No 
school requires less than 120 hours. 

How this total hour requirement is dis- 
tributed by areas of instruction, can be 
seen by examining Table 4. There is no di- 
rect relationship in the columns shown. 
Each must be considered separately. 

The most common overall pattern is 
25% accounting, 25% other business 
courses, and 50% nonbusiness courses. 
There is a tendency for accounting to be 
slightly less than 25% and for nonbusiness 
to be slightly less than 50% and for other 
business courses to be more than 25%. 

The uses made of the accounting hours 
may be seen from Table 5. 

The medians are 28 hours required for a 
major, 33 hours of accounting permitted 


TABLE 4 


PERCENTAGE DISTRIBUTION OF TOTAL Hours 
TAKEN BY ACCOUNTING MAJORS 


Number of Schools 


EQUIRED FOR DACHELOR'S EGREE quired for Courses Courses b on- 
Graduation (Exclusive of “Courses 
Hours No. of Schools Accounting) an: 
120 22 10% 1 _ — 
122 2 15 3 3 — 
124 20 20 23 15 1 
125 2 25 48 31 3 
126 5 30 11 20 _ 
127 1 35 + 15 4 
128 23 40 _ 3 11 
130 11 45 1 3 21 
132 4 50 28 
134 2 55 _ 1 15 
136 60 4 
137-144 + 65 3 
No report 2 No report 9 9 10 
Total 100 Total 100 100 100 
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TABLE 5 
Hours or AccouNTING COURSES 


Number of Schools 


Required for 
a Major 


Permitted Offered 


None specified 
No report 


Bert 


tiles 


Total 


for a major, and 37 hours of accounting 
courses offered by the school. Require- 
ments range from 12 to 44 hours of ac- 
counting. Permission ranges from 12 to 51 
hours. Offerings range from 12 to 72 hours. 
The great majority of schools (71) require 
30 hours or less of accounting courses; 54 
schools allow no more than 36 hours of 
accounting toward a bachelor’s degree. 
The significant area in total offerings seems 
to be from 28 to 51 hours. 

An attempt was made to correlate the 
total hours of accounting offered with the 
size of the graduating class as a measure of 
enrollment. There appears to be a barely 
significant correlation between these two 
sets of figures. The larger schools do in 
general offer more hours in accounting but 
many of the smaller schools are under 
pressure to give a rather broad selection of 
courses. 

The following tables examine the speci- 
fic courses required of and offered to ac- 
counting majors. 

Medians for the three courses are 6 
hours for elementary accounting, 6 hours 
for intermediate accounting, and 3 hours 
for advanced accounting. For elementary, 


TABLE 6 


ACCOUNTING PRINCIPLES COURSES REQUIRED OF 
ACCOUNTING Majors 


Number of Schools 
Semester 
Hours 


Elementary Intermediate Advanced 


WH 


1 
Not offered 
Offered but 
not required 
No report 


| Go cot ws 


Total 100 


Year Usually Taken 
Freshman 50 
Sophomore 47 
Junior 3 
Senior 

No report or 
not given 


100 


8 hours is also popular and for intermedi- 
ate, 3 hours is popular. There is a fairly 
even division between schools that start 
the first principles course at the freshman 
level and schools that start this course at 
the sophomore level. 

Common requirements are 3 hours of 
elementary cost, 3 hours of auditing, and 
3 hours of elementary income tax. A fair 
sample of schools require as much as 6 
hours of each of these courses. It is still 
relatively unusual to require advanced 
cost, governmental, systems, and CPA 
review. 

None of these courses is generally re- 
quired. Accounting theory, analysis of 
financial statements, budgetary control, 
and controllership have some support. 

The next phase is to fit the nonaccount- 
ing courses into the pattern. Table 9 indi- 
cates the nonbusiness and other business 
course requirements. 

It is clear that 6 hours of English com- 
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TABLE 7 
SPECIALIZED ACCOUNTING CouRSES COMMONLY REQUIRED OF ACCOUNTING MAJORS 


Numbers of Schools 


Semester 
Hours Advanced 


Cost 


Elementary 


Auditing 


Govern- 
mental 


Elementary 


Income Tax Systems 


9 
28 


Not required 
Not offered 
No report 


Total 


14 
14 


S11 E811 
: 


Year Usually Taken 
Freshman 
Sophomore 
Junior 
Senior 

Not offered 

No report 


Total 


S| 
11 


position is accepted as standard. Some 
English literature is usually required but 
the median of 6 hours is not as strongly es- 
tablished. Most of the schools reporting 
require some public speaking but the me- 
dian of those reporting is only 2 hours. The 
median group requires 6 hours of natural 
sciences, 3 hours of history, 6 hours of 
economics, 4 hours of other social sciences, 
and 5 hours of mathematics. 

Accounting curricula generally include, 
according to median data, 3 hours of cor- 
poration finance, 3 hours of money and 
banking, 3 hours of statistics, 6 hours of 
business law, and 3 hours of marketing. 
Production management, industrial rela- 
tions, business correspondence, and report 
writing, have some support but are not 
widely included. 


SUMMARY OF RESULTS 


From the foregoing tables it is possible 
to pick the median or model positions and 
to set up what might be thought of as a 
curriculum for accounting majors typical 


of the reporting schools. Table 10 presents 
this “typical” program. 

Because of the great diversity in non- 
business course requirements, there is 
probably an appearance of more freedom 
of choice in the nonbusiness area than ac- 
tually exists in any individual school. For 
this area, where requirements cannot be 
pinpointed by courses or types, the titles 
of “electives” and “assorted requirements” 
are used. 

It should be noted that this “typical” 
curriculum corresponds very closely to 
that outlined by the Standards Rating 
Committee in the January, 1954, Ac- 
COUNTING REVIEW. 


COMMENTS 


The Committee agrees that the quality 
of instruction so far transcends in impor- 
tance the quantity of courses offered that 
we must not become unduly enamored of 
the statistical results reflected by the sur- 
vey. Staff members should be allowed to 
concentrate within sufficiently narrow areas 
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TABLE 8 
OTHER ACCOUNTING CouRSES OFFERED 


No. of Schools 


Not 
Required 


Accounting for Cooperatives 

Accounting Theory 

Advanced Federal Taxes 

Advanced Governmental 

Advanced Problems 

Analysis of Financial Statements 

Auditing Internship 

Budgetary Control 

Consolidations and Mergers 

Controllership 

Corporation Accounting 

Current Accounting Topics 

Distribution Cost 

Fiduciary Accounting 

Hotel Accounting 

Independent Study 

Industry Internship 

Institutional Accounting 

Internal Auditing 

Investigations 

Machine Accounting 

Managerial Accounting 

Materials and Methods of Teaching 
Accounting 

MCR Posting Machines 

Partnership and Corporation Ac- 
counting 

Pennsylvania State Taxes 

Petroleum Accounting 

Pipeline Accounting 

Problems in Auditing 

Professional Accounting Review 

Public Utilities 

Readings 

Reports 

Retail Accounting 

Seminar 

Specialized Accounting Problems 

Specific Businesses 

Standard Cost and Profit Planning 

State and City Taxes 

Sundry Taxes 

Thesis 


to develop skill in presentation and mas- 
tery of subject matter. A few courses well 
developed and well manned are worth 
more to the student and to the school than 
many courses presented by overburdened 
or inadequately prepared teachers. 

The Committee believes that prolifera- 
tion of accounting courses may weaken the 
general quality of instruction by making 
undue demands upon the teacher with lit- 
tle advantage to the student or school. 
Likewise it is felt that an undue concentra- 
tion of the student in the area of account- 
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ing narrows his training and may make 
him a much less useful accountant. Prob- 
ably no more than 25% of a student’s 
undergraduate work should be in account- 
ing. 

The 120 to 130 hours required for a de- 
gree are standard and desirable. Increasing 
the total load to squeeze in a few more 
hours of accounting courses may well 
serve to downgrade the quality of all of the 
work. Rather than increasing the under- 
graduate load, or giving the load an un- 
usual degree of emphasis on accounting, it 
may be well to give the extra accounting 
course work at the graduate level. The 
Committee is now undertaking a study of 
graduate work in accounting. 

The Committee feels that at least 24 
semester hours of qualitative work is 
needed for an adequate major in account- 
ing and that the maximum requirement 
should not be greatly in excess of 30 hours. 
It is further believed that allowing a major 
to take 3 or more of his work in accounting 
unduly restricts his program in other busi- 
ness courses and in nonbusiness courses. 

The Committee believes that the first 
course in principles is the keystone to the 
whole accounting structure. It is to be ob- 
served that offering the first course at the 
freshman level may tend to encourage em- 
phasis on accounting techniques rather 
than meaningful principles. It is also to be 
observed that it may not be possible to 
obtain the maximum results in intermedi- 
ate accounting if it is offered at the sopho- 
more level. To avoid these negative 
consequences, the quality of teaching in 
these areas in especially important. The 
Committee suggests that the question of 
offering the first course in accounting at 
the freshman level, as well as the quality of 
instruction given, is worthy of further 
study. No objection is raised to the pro- 
nounced tendency to require 15 hours of 
accounting principles courses. 

Course work in cost accounting is prop- 
erly required by nearly all schools, The 
Committee feels that course work in the 
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Accounting Majors 


TABLE 9 
NuMBER OF SEMESTER Hours oF NONACCOUNTING CouRSES REQUIRED OF ACCOUNTING MAJorRSs 


Number of Schools 
Having Required Hours 
Courses R Total 
1-3 46 7-9 10-12 13-15 16-18 
Nonbusiness 
English Composition 2 72 10 2 1 = 13 100 
English Literature 11 46 2 1 1 1 22 16 100 
Public Speaking 39 9 _ = os 39 13 100 
Natural Sciences 2 25 27 11 2 = 24 9 100 
History 14 36 7 3 == a 31 9 100 
Economics 2 64 9 10 2 2 2 9 100 
Other Social Science 10 33 6 4 — 3 34 10 100 
Mathematics i8 48 4+ 3 — —_ 18 9 100 
Foreign Language - 3 1 10 1 2 76 7 100 
Business 
Marketing 43 18 31 8 100 
Production 32 8 —_ —_ — 52 8 100 
Corporation Finance 61 13 4 —- -—- = 14 8 100 
Money and Banking 60 il — — — — 21 8 100 
Industrial Relations 17 3 1 o — = 71 8 100 
Business Law 8 46 25 6 = = 6 9 100 
Statistics 49 28 — 15 8 100 
Business Correspondence 19 2 79 100 
Report Writing 6 3 91 100 
’ TABLE 10 areas of auditing and income tax is funda- 
TYPICAL CURRICULUM FOR ACCOUNTING Majors mental to an accounting major. Emphasis 
pmae on quality of instruction is particularly im- 
A ime C (Tables 6 and 7) portant in these areas. 
Henry a 6 While specialized courses have their 
— place, especially in graduate work, it is 
Cost 3 goo that the 
Auditing may decline with a wide diversity o 
Additional Auditing 4 courses. The 
Electives pressure exerted to introduce specialize 
Total (25%) Tables 4 and 5 ~3,_-~—s Courses. The Committee also recommends 
Other Business Courses (Table 9) that schools, with a large number of 
Corporation Finance 3 
Marketing : 3 courses, examine t eir courses in order to 
Money and Banking 3 be assured that there is no duplication of 
Pp 
Business Law 6 d th h 
Statistics 3 work an at each course is genuinely 
Electives in business 13 worth while. 
Total (25%) Table 4 31 The Committee did not examine the 
Nonbusiness Courses (Table 9) nonbusiness area in detail, but it feels that 
English Composition 6 : ° 
English (een 6 it would be well for schools to reexamine 
— : requirements in the nonbusiness area in 
er 6 order to be sure that students are getting a 
al Sciences other than Economics : well-balanced program. 
Public Speaking > The Committee wishes to emphasize 
Electives and assorted requirements 25 again that, on paper, the programs of most 
Total (50%) Table 4 64 schools appear adequate. However, the 
j — real measure of the worth of these pro- 
Total Hours (Median of Table 3) 126 


grams is the quality of the instruction 
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given. Qualitative teaching is affected by 
many factors—training of teachers, num- 
ber of hours in the teaching load, number 


of different courses taught, time-consum. 
ing faculty assignments, salary scale, out- | 
side work, and other matters. 


COMMITTEE 
Martin L. Black, Jr. 
Richard Claire 
Arnold W. Johnson 
R. M. Mikesell T 
Lloyd F. Morrison : 


R. H. Van Voorhis and Rufus Wixon, Cana 
Co-Chairmen broad 
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PROFESSIONAL TRAINING FOR 


ACCOUNTANCY IN CANADA 


GILBERT R. HoRNE 
Professor, Assumption College, Ontario 


HE OBJECT OF THIS PAPER is to sum- 

marize the present status of profes- 

sional training for accountancy in 
Canada. The pattern followed has been, 
broadly speaking, the same as that in 
Great Britain. Training has been by ap- 
prenticeship rather than through school- 
ing. Accreditation to practice is in the 
hand of professional societies incorporated 
under provincial legislation, rather than 
under statutory fiat as is the case in the 
United States. 

Complicating the Canadian scene is the 
existence of four professional accounting 
bodies. Each of these has been incor- 
porated by special act of parliament, and 
has different requirements for qualifica- 
tion. Three of the associations have pro- 
vincially-incorporated bodies with a 
national association for coordination pur- 
poses. The fourth body, the General Ac- 
countants’ Association, has applied for 
provincial charters in recent years. 


THE CANADIAN INSTITUTE OF 
CHARTERED ACCOUNTANTS 


Incorporated by special act of the Fed- 
eral Parliament in 1902, the Canadian In- 
stitute of Chartered Accountants spent the 
first ten years of its existence competing 
with previously incorporated provincial 
institutes which were qualifying individ- 
uals as Chartered Accountants (C.A.’s) 
across Canada. Eventually the Ontario 
Legislature passed a law prohibiting the 
use of the title C.A. by non-members of the 
Ontario incorporated Institute. At this 
time a national accounting magazine was 
launched by the Canadian Institute and 
the federal institute was converted into a 


43 


federation of provincial institutes. Re- 
search, uniform examinations, taxation, 
public relations, and other tasks of national 
scope are handled by the federal institutes. 
The contrast with the American Institute 
of Accountants, with itscomplete independ- 
ence of the state societies, is to be noted. 

Requirements for qualification rest with 
each of the ten provincial institutes. The 
oldest of the institutes is that of Quebec, 
incorporated in 1880. The largest is On- 
tario’s, incorporated in 1883. The import- 
ance of the Ontario Institute may be seen 
by the fact that, for nine of the ten prov- 
inces, the correspondence course of the 
chartered accountants is the course pre- 
pared by that institute. 

In Ontario the admission requirement 
as a student-in-accounts is Grade XIII 
Ontario Department of Education stand- 
ing in nine papers. For advance screening 
purposes, the potential student must have 
obtained an average of third class in the 
three mathematics courses of Grade XIII: 
algebra, geometry, and trigonometry. The 
potential student must obtain employment 
in the office of a practising C.A. A maxi- 
mum of three students may be employed 
by each C.A. and the C.A. is responsible 
for giving practical experience and instruc- 
tion. The prospective student may then 
apply to the Council of the Ontario Insti- 
tute to be registered as a student-in-ac- 
counts. Transcripts, letters of reference 
etc., must be filed with the Registrar of the 
provincial institute. 

There are reciprocal agreements be- 
tween the provincial institutes by which 
individuals may be admitted to member- 
ship. It is also possible for a person taking 


|| 
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up residence in Ontario, who has been a 
member in another country of a corporate 
body similar to the Ontario Institute, to 
apply for membership in the Institute and 
to be admitted without examination on the 
payment of an entrance fee of $75. This 
arrangement is applicable in cases where 
the Council of the Institute has assessed 
the admission standard of the body and 
the practical accounting experience of the 
applicant as equivalent to the require- 
ments of the Ontario Institute. 

A five-year training with a C.A. is the 
usual period of practical experience re- 
quired. The Institute’s correspondence 
course is taken concurrently. At the end of 
the first year of the training period a pri- 
mary examination is taken; at the end of the 
third year, an intermediate examination; 
at the end of the fifth year, the final exam- 
ination. In the course of instruction the 
stress is on auditing, general accounting, 
and law. 

The Canadian Institute, the national 
body, publishes a monthly periodical The 
Canadian Chartered Accountant. 


THE GENERAL ACCOUNTANTS ASSOCIATION 


The General Accountants Association 
was established in 1908, and incorporated 
in 1913 by act of the Federal Parliament. 
The Association grants a certificate called 
the Certified General Accountant (C.G.A.) 
Requirements for membership are com- 
plete high school and the passing of two 
intermediate papers and a final. No specific 
course has been laid down in the past, but, 
beginning in 1955, students are to be re- 
quired to take the association’s course 
through the University of British Colum- 
bia. 

The provinces which have passed public 
accountancy acts do not recognize the 
C.G.A. certificate for public accounting 
practice. In certain of the provinces, for 
example Ontario and British Columbia, 
the C.G.A.’s have taken out provincial 
charters. 


The General Accountants Association 


publishes a quarterly, The General A¢. 


countant. 


THE SOCIETY OF INDUSTRIAL AND 
COST ACCOUNTANTS OF CANADA 


The Society of Industrial and Cost Ac. 


countants of Canada was incorporated by § 


Federal Act in 1920, but its education 
activities are of relatively recent date, 
There are ten provincially incorporated 
societies, each of them autonomous in edu. 
cational matters. Coordination is sought 
through national committees. The form of 
organization is very similar to that of the 
Canadian Institute of Chartered Account- 
ants. 

The course of study of the Industrial 
and Cost Accountants stresses cost ac- 
counting. Two courses are taken by the 
student each year. These are: principles of 
accounting and business mathematics; in- 
termediate accounting and _ industrial 
legislation; introductory cost accounting 
and industrial organization and manage- 
ment; advanced cost accounting, and a 
thesis on a cost topic. The admission re- 
quirement is usually Grade XII “or 
equivalent.” The certificate granted on 
completion of the four-year course, either 
by lecture or by correspondence, is Regis- 
tered Industrial Accountant (R.I.A.). 

The Society of Industrial and Cost 
Accountants of Canada publishes 4 
monthly periodical, Cost and Management. 


THE CANADIAN INSTITUTE OF CERTIFIED 
PUBLIC ACCOUNTANTS 


The Canadian Institute of Certified 
Public Accountants, incorporated under 
the Federal Companies Act in 1951, is the 
national body coordinating the activities 
of the member associations. Provincial 
associations have been incorporated by 
special acts in a number of the provinces. 
As of the spring of 1955, there were incor- 
porated bodies in Newfoundland, Nova 
Scotia, New Brunswick, Ontario, Mani- 
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toba, and Saskatchewan. T he first provin- 
cial association was incorporated in 
Ontario in 1926. The course is similar to 
that of the chartered accountants. A pri- 
mary examination is written at the end of 
the first year, an intermediate examination 
at the end of the third year, and a final 
examination at the end of the fifth year. 
Unlike the chartered accountants, a thesis 
must be prepared as part of the final year’s 
work. The certificate granted on comple- 
tion of a five-year correspondence course is 
Certified Public Accountant (C.P.A.). 

No public accounting training is re- 
quired. To be admitted to the course in 
Ontario, the student must have seven sub- 
jects in Grade XIII, or the equivalent. In 
the 1955 conspectus of the Ontario associ- 
ation it is stated that 


Registration as students of the Association is 
open only to those who select accounting as a 
career, and who, during their training period, are 
continuously engaged in duties which provide 
expanding experience in the practical application 
of accounting and auditing procedures. 


The Canadian Institute of Certified 
Public Accountants has published a quar- 
terly, TheCanadian Journal of Accountancy, 
since 1952. 

In the literature of the associations, the 
word “degree” is used interchangeably 
with “certificate” in referring to the ac- 
creditation given by the societies.! The 
exact nature of the accreditation is that 
the societies grant the right to the use of an 
appellation (C.A., C.G.A., C.P.A., R.L.A.). 
A certificate is issued indicating the mem- 
ber’s right to the use of the title. 

On the next page is presented a compari- 


*“Only the C.P.A. offers an individual the oppor- 
tunity to train for a recognized degree in accounting 
without demanding a period of service in public audit- 
ing.” The Canadian Journal of Accountancy, June, 
1953, p. 93. The C. G. A. and the R.I.A. are similar to 
the C.P.A. in this regard. The 1955 advertising pam- 
phlet of the Institute of Chartered Accountants of Prince 
Edward Island states, in error, that “the degree of 

‘tered accountant is itself equivalent to a uni- 
versity degree.” 
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son of the subjects for examination required 
of students by the three bodies in Canada 
that aim at training for public accounting. 


THE PUBLIC ACCOUNTANCY ACTS 


A trend evident in recent years has been 
the appearance of provincial statutes regu- 
lating public accountancy. Quebec was the 
first province to enact such legislation. 
Ontario’s Act was passed in 1950, and re- 
stricts the practice of public accountancy 
to those having a license under the Act. 
Generally speaking, it is necessary to be 
qualified by the Institute of Chartered Ac- 
countants of Ontario or the Certified Pub- 
lic Accountants’ Association of Ontario in 
order to obtain such a license. Some excep- 
tions were made for practitioners of 
standing who lacked the C.A. or C.P.A. 
certificates. Quebec, Prince Edward Island, 
and Nova Scotia also have such Acts.? In 
Quebec and Prince Edward Island, how- 
ever, the acts are administrated by the 
chartered accountants. 


EXEMPTIONS GRANTED BY THE ASSOCIA- 
TIONS FOR UNIVERSITY GRADUATES 


None of the provincial institutes of 
chartered accountants specifies any Cana- 
dian college or university whose graduates 
will not be recognized as having at least the 
minimum entrance requirements. The 
booklet of the Ontario institute, the only 
one which publishes a complete annual 
calendar or “information for students-in- 
accounts,” lists the universities approved 
by the Council of the Ontario Institute, 


2In Alberta, the agitations of the C.P.A.’s and 
C.G.A.’s for recognition culminated in the amendment 
of the Alberta Chartered Accountants’ Act in 1952. 
An “‘Accountants’ Experience Appraisal Board” and the 
“General Faculty Council of the University of Alberta” 
assess the experience and technical qualifications of 
applicants for the C.A. Quebec has a similar provision 
for bypassing public accounting experience. It states 
that licentiate students shall have a year’s experience 
if possible. The Council of the institutes in other 
provinces has the discretionary power to pass on indi- 
vidual cases. In Quebec, the matter would be referred 
to the university authorities for recommendation. 
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Chartered Certified Public Certified General 
Accountant Accountant Accountant 
Length of Course (for Five years Five years Until 1955 there was no speci- 


high school graduate)* 


Primary Examination At the end of the first 


year. 
Accounting (2 papers) 
Auditing 

Law 


At the end of the first 


fied course. High school 
graduation “or equivalent” 
was a requirement to write 
the examinations. 


No primary examination given, 
year. 


Accounting (2 papers) 
Mercantile law 
Business mathematics 


English Composition 


Taken at the end of the 
third year. 

Accounting (2 papers) 

Auditing (2 papers) 

Law 


Intermediate Examina- 
tion 


Taken at the end of the 
fifth year. 


Final Examination 


Accounting (3 papers) 
Auditing (3 papers) 
Economics 


Taken at the end of the 


Accounting (2 papers) 
Auditing (2 papers) 
Statutory law 


Taken at the end of the 


Accounting (2 papers) 
Auditing (2 papers) 
Economics 
Corporation Finance 


Part I: Accounting theory and 
practice; commercial mathe- 
matics; office management 
and commercial correspond- 
ence; commercial law; part- 
nership acts; bills of ex 
change and the Bank Act. 

Part IT: Accounting theory and 
secretarial practice; 

ominion Companies’ Act; 
Provincial Companies’ Act; 
Bankruptcy Act and Wind- 
ingup Act; economics. 


third year. 


Advanced accounting (2 pa 
pers) 

Cost Accounting 

Auditing and Investigations 

Industrial and Business Or 
ganization and Management 

Dominion Income Tax Act 


fifth year. 


Administration 


“High school graduate” has different meaning in terms of grades of schooling in the different provinces. In 
oui Grade XIII (senior matriculation) is the requirement. In the western provinces and some of the maritime 
provinces, Grade XII is “senior matriculation,” grade XI being considered the same as Grade XII elsewhere. For 
the chartered accountants, in Newfoundland, Nova Scotia, Manitoba, Prince Edward Island, the admission 
requirement is Grade XI; in British Columbia, Alberta, Quebec, New Brunswick, Saskatchewan, the requirement 
is Grade XII; in Ontario only is the requirement Grade XIII. 


with an asterisk indicating the universities 
whose Bachelor of Commerce degrees are 
accepted for maximum exemption. In the 
June, 1955, calendar, 21 universities were 
listed, with the Bachelor of Commerce 
degree accepted from ten. 

The university graduate is exempted 
from the first-year course of instruction 
and from one year of practical experience, 
but must write the primary examination. 
The Bachelor of Commerce is exempted 
from the first and second year courses of 
instruction, two years of practical experi- 
ence, and the primary examination. 

The policies of the provincial institutes 


are not uniform. For example, in Quebec 
the Licentiate in Accounting student of 
McGill University, Laval University, and 
the University of Montreal never becomes 
a student of the provincial institute. When 
he obtains his licentiate, the student is 
eligible for membership in the Quebec In- 
stitute, after one year’s experience with 4 
member of the Institute. The McGill 
Bachelor of Commerce who does not wish 
to become a licentiate is exempted from 
the Intermediate examination and be- 
comes a student of the Institute, taking 
evening courses at McGill. These courses 
cannot be taken in less than two years, dur- 
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ing which period he is usually with a C.A. 

The certified public accountants allow 
exemption from the first year course and 
primary examination for B.A.’s. Bachelors 
of Commerce may be allowed to enter the 
course at the third year level. 

The General Accountants Association 
may grant exemption to a Bachelor of 
Commerce “from a recognized university” 
from the two parts of the intermediate 
examination, requiring only the passing of 
its final examination. An _ unspecified 
amount of “accounting experience” is 
required to obtain the certificate. 

The societies of industrial and cost ac- 
countants grant to Bachelors of Commerce 
exemption from the first year of their 
course, and from the second year course in 
intermediate accounting, but the student 
is required to write the examination in 
this subject. 

The policy on exemptions does not al- 
ways seem too clear. In many cases it ap- 
pears that the individual applicant is 
considered on his merits and on the sub- 
mission of university transcripts. Because 
of changing personnel in the provincial 
societies, policy as to exemption may be 
expected to vary. 


THE CANADIAN UNIVERSITIES AND 
PROFESSIONAL TRAINING 
FOR ACCOUNTANCY 


In1955 there were twenty-nine independ- 
ent universities, members of the National 
Conference of Canadian Universities. Of 
these, twenty-three have courses leading to 
the degree of Bachelor of Commerce. In 
only one case is the degree called ““Bachelor 
of Business Administration.’* On the un- 
dergraduate level, some nine of the 
universities have “Schools of Business Ad- 
ministration” (or of “(Commerce”’). Only 
the University of Toronto, the University 


*Thke University of New Brunswick, whose course 
has been in existence only since 1952. 
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of British Columbia, and the University of 
Western Ontario have graduate programs 
leading to the Master of Commerce (To- 
ronto), or the Master of Business Admin- 
istration (University of British Columbia 
and the University of Western Ontario).‘ 

The genesis of the Commerce course in 
Canadian universities varies. In some in- 
stitutions, the business administration 
program originated from the attempts of 
departments of economics, or “Political 
Economy,” to inject accounting and mar- 
keting courses into programs which were 
basically honour or major work in eco- 
nomics. In other cases, the needs of the 
business community have led the univer- 
sities to establish separate departments of 
business administration, or “commerce.” 
In one or two cases, for example the Uni- 
versity of Saskatchewan, the Bachelor of 
Commerce program has developed from an 
earlier Bachelor of Accounting curriculum. 
Many of the universities depend heavily 
on part-time instructors, particularly in the 
field of accounting. 

Because the Chartered Accountants have 
been the senior professional association in 
Canada, it may be said that the account- 
ing courses offered by Canadian universi- 
ties, as part of their Bachelor of Commerce 
programs, appear to be geared largely to 
qualifying the potential student for the 
professional associations in order that the 
maximum exemption permitted university 
graduates by the Institute of Chartered 
Accountants of Ontario may be obtained. 
Since this Institute may permit university 
graduates two years’ credit on the five- 
year apprenticeship, and grant exemption 
from the primary examination, the univer- 
sities usually include the following courses 


4 McGill University and the University of Manitoba 
grant a Master’s degree which is in effect a Master of 
Arts in economics. Laval University and the University 
of Montreal offer the “License en Sciences Commer- 
ciales,” and the ‘“Maitrise” d ively for 
one or two year courses after the “Baccalaureat en 
Commerce.” 
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in accounting in their curricula: Account- 
ing Principles (in either the first or the 
second year); Intermediate Accounting (in 
the second or third year); Cost Accounting 
and Auditing (usually in the third or 
fourth year). Reckoning in semester hours, 
the total runs from twelve to twenty-four. 

In most of the universities all students 
taking the course in Commerce are re- 
quired to take the Principles course and 
the second course in Intermediate Ac- 
counting. Additional courses in accounting 
are taken if the student has indicated his 
intention of embarking on a career as a 
professional accountant. However, two or 
three of the undergraduate schools or de- 
partments of commerce require only the 
course in Accounting Principles of all stu- 
dents in Commerce, the other courses 
being provided as options. One of the uni- 
versities new in the field of commerce is 
presently providing for only two years of 
accounting, viz., Principles and Intermedi- 
ate, with a total of only twelve semester 
hours. 

Certain universities offer more than the 
four courses in accounting. These are the 
University of Alberta, McGill University, 
University of Montreal, Queen’s Univer- 
sity, University of British Columbia, Uni- 
versity of Saskatchewan, Sir George 
Williams College, Laval University, and 
the University of Montreal. The Univer- 
sities of Alberta, Saskatchewan, Manitoba, 
Laval, and Montreal offer the additional 
courses in accounting only to those stu- 
dents who elect to spend an extra year at 
the university beyond the minimum re- 
quired to obtain the ordinary Bachelor of 
Commerce degree. 

Preparation for accounting practice, to 
the extent provided by the universities in 
Canada, has not resulted in proliferation 
of specialized courses in narrower applica- 
tions of accounting. 

Recent developments point in the direc- 
tion of closer ties between the universities 


and the accounting associations. Th 
course of the Certified Public Accountants 
is administered by the University of To. 
ronto. Since 1920 the course of instruction 
of the Institute of Chartered Accounts of 
Ontario has been administered by Queen’s 
University. This course is used in most of 
provinces. The stress on correspondence 
courses by these associations is to be noted, 
The chartered accountants appear to have 
a decided preference for the correspon¢- 
ence method.’ In 1955 the University of 
British Columbia and the Institute of 
Chartered Accountants of British Colum. 
bia launched a six-year course from Grade 
XII, leading to a combined Bachelor of 
Commerce degree and the right to the 
appellation Chartered Accountant.® In the 
same year the University of Saskatchewan 
had worked out a similar arrangement 
with the provincial institute. The com- 
bined course requires articling to a firm of 
chartered accountants in the fall and win- 
ter, and attendance at the university from 
May until September. Such an arrange- 
ment involves considerable difficulties for 
a university unless it is offering a fairly 
complete summer school. The twelve- 
month stint may be onerous for the stu- 
dents who are to be on a year-round 
salary from their employers. The combined 
course will save the students two years in 
qualifying for the C.A. 

The Industrial and Cost Accountants, 
since the inception of their course, have 
preferred the lecture approach to instruc- 
tion, wherever it is justified by the number 
of students in a particular center. Their 
correspondence course, formerly adminis- 
tered by Queen’s University, is presently 
being handled by McMaster University in 
Hamilton. The correspondence outlines 
are used by the instructors who are chosen 

5 Cf. W. G. Leonard, F.C.A., ‘“‘The Accountants 
Course of Instruction,” The Canadian Chartered Ac- 
countant, April, 1955. 


. The Canadian Chartered Accountant, April, 1955, p. 
197. 
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by the Association in cooperation with the 
University under whose extension depart- 
ment the lectures are being offered. The 
students are required to take the uniform 
examinations of the Society at the end of 
each year. 

Only in British Columbia, Quebec, 
Manitoba, and more recently Alberta do 
the institutes of chartered accountants 
have lecture courses in the evenings, in 
place of, or in conjunction with, the cor- 
respondence course. 

There is some liaison between certain of 
the provincial institutes and universities. 
In Quebec a form signed by the Registrar 
of McGill University, Laval University, or 
the University of Montreal must be sub- 
mitted, certifying that the applicant has 
fulfilled the entrance requirements. The 
British Columbia, Alberta, and Saskatche- 
wan Institutes also rely upon the univer- 
sity authorities to assess on their behalf the 
education of all applicants for registration. 
The Registrar of the University of Brit- 
ish Columbia advises the British Columbia 
Institute whether the applicant is entitled 
to enter the university. 


CONCLUSION 


To conclude, the existence in Canada of 
four professional associations with pro- 
grams leading to a certificate in account- 
ancy was observed. Graduates in general 
arts of the universities may obtain some 
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credit towards the practical training and 
examination requirements of the associa- 
tions. Completion of the bachelor of com- 
merce program, offered by many of the 
universities, may permit further exemp- 
tions from course and experience. The re- 
muneration afforded the articled student is 
probably imposing mounting obstacles to 
the attraction of students to the program 
of the chartered accountants. The present 
competition from industry, with a much 
more attractive starting pay for the gradu- 
ates of university courses in commerce, is 
being felt. The certified public accountants 
and the industrial and cost accountants, 
with no public accounting service require- 
ment, may provide more attraction to the 
university graduates engaged in account- 
ing work in industry and interested in 
furthering their accounting education. 

While the trend of the programs of the 
provincial institutes of chartered account- 
ants of Saskatchewan, British Columbia, 
and Quebec is towards closer tie-in with 
the universities, it does not appear likely 
that the reliance on the correspondence 
course and the fairly rigid service require- 
ment will be altered in the immediate 
future by the various institutes. The more 
recent development of lecture courses in 
cooperation with many universities across 
the country by the societies of industrial 
and cost accountants may be a portent for 
the future. 
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RELATION BETWEEN SCORES ON THE 


AIA ELEMENTARY AND ADVANCED 
ACCOUNTING ACHIEVEMENT TESTS 


Rosert D. NorTH 
American Institute of Accountants 


Testing Program,! the academic prog- 

ress of accounting students is evalu- 
ated with the Level I Achievement Test at 
the end of the first year of study, and with 
the Level II Achievement Test at later 
stages of training. Results of these tests 
are compared in this article to show the 
extent to which accounting majors, both as 
individuals and as college groups, tend to 
rank similarly at the elementary and ad- 
vanced levels. The findings indicate that 
the Level I test is useful as a predictor of 
success in advanced accounting study, as 
measured by the Level II test, but they 
also show that there are some substantial 
differences in the relative rankings on the 
two levels of the test of both individual 
students and college groups. 


[’ THE INsTITUTE’s College Accounting 


SOURCE OF DATA 


The test results were taken from the 
project office’s records of the college test- 
ing program for the nine-year period ex- 
tending from 1946 to 1954. The scores that 
were selected for analysis were those of 
accounting majors who had taken the 
Level I test as first-year students, and the 
Level II test as seniors. Because of the 
variations in the courses of study followed 
by the students, however, the intervals 
between testing ranged from one to three 
years. 

The first part of this study deals with 


1 For a description of the general purposes and fea- 
tures of this testing program, see the article by Wood, 
Traxler, and Nissley, entitled ‘College Accounting 
Testing Program,” THE ACCOUNTING REVIEW, January, 
1948, pp. 63-83. 


the relation between the Level I and 
Level II test scores of individuals in a 
number of different colleges and univer. 
sities, and the second part has to do with 
the correlations between the ranks of stu- 
dent groups from certain institutions on 


the two levels of the test. 


INDIVIDUALS’ SCORES 


The correlations between scores on the 
Level I and Level II Achievement Tests of 
2,192 accounting students in 203 colleges 
and universities are shown in Table I. In 
some instances, test results from as many 
as twenty-four institutions were pooled to 
combine data from small groups. It will 
be noted that correlations are given for 


TABLE I 


CORRELATIONS BETWEEN SCORES ON THE LEVEL 
I anp LEVEL II ACHIEVEMENT TESTS 


Form of Achieve- Correlation 
ment Test Used Number 
: 0 
First | Senior | | | Level Il 
Year Year Scores 
I-A II-A 14 111 48 
I-A II-B 18 178 oat 
I-A II-B 1 68 57 
I-A II-C 20 244 39 
I-A II-D 24 237 .65 
I-A II-D 1 56 71 
I-B 15 110 .64 
I-B II-A 1 74 aa 
I-B II-B 20 207 .49 
I-B II-C 23 177 .67 
I-B II-D 21 269 52 
I-B II-D 1 87 51 
I-C II-A 12 70 .53 
I-C II-B 6 97 ae 
I-C II-C 10 46 66 
I-C II-D 15 112 66 
I-C II-D 1 49 .67 
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each of the various pairings of forms of the 
two tests. All three alternate forms—A, B, 
and C—of the Level I test are two-hour 
examinations, as are the C and D forms of 
the Level II test. Forms A and B of the 
Level II examination each require four 
hours of working time. 

The correlations between the Level I 
and Level II test scores range from .39 to 
71, with a median of .57. It may be of 
some interest to note that the median cor- 
relations of each of the test forms with all 
of the forms of the test at the other level 
are as follows: I-A, .57; I-B, .54; I-C, .66; 
.54; II-B, .57; II-C, .66; II-D, .66. 
Thus, Form C of the Level I test and 
Forms C and D of the Level IT test yielded 
the highest median correlations. However, 
since there is a considerable overlap in the 
range of correlations obtained with each 
form, it is likely that factors other than the 
form alone, such as the number and type 
of students and institutions from which the 
correlation data were drawn, and the inter- 
val between testing, served to influence the 
size of the correlations to a considerable 
degree. 

As a means of illustrating the extent of 
relationship between the Level I and 
Level II scores that is represented by the 
median correlation of .57, the quarter 
classifications on the two tests of a sample 
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group of students are shown in Table II. 
This group, as designated by the entries in 
the second row of Table I, consists of 178 
accounting majors from eighteen institu- 
tions. 

The quarter classifications in Table II 
are based on the distribution of scores of 
norm groups consisting of 7,012 first-year 
accounting students for the Level I-A test 
and 2,946 senior accounting students for 
the Level II-B test. As an example of the 
way the table may be read, the entry in the 
first cell of the table denotes that only one 
of the 178 students in the sample ranked 
in the lowest 25 per cent on the Level I-A 
norms and in the highest 25 per cent on 
the Level II-B norms. 

It will be noted from the table that the 
sample group of accounting majors was 
somewhat above average, in comparison 
with the Level II senior norms group, since 
101 students in the sample, or 57 per cent, 
ranked in the upper half of the distribu- 
tion. As first-year students, they were 
distinctly superior to the less selected 
group? upon which the Level I test norms 
are based, since 148 (83 per cent) of the 
students in the sample ranked above the 
norm median. 

* The first-year group is “‘less selected” in the sense 
that it has not been subjected nanny pe of college 


attrition as the senior group, and in that it includes 
students who do not intend to major in accounting. 


TABLE II 


CLASSIFICATION BY QUARTERS ON THE LEVEL I-A AND Lever II-B Acurevement Tests oF 178 StupENTS 
FROM EIGHTEEN COLLEGES 


(Correlation between scores on the two levels of the test is .57. Percentage entries are based on the number 
of students in each quarter on the Level I test) 


Quarter on Level I-A Test 
Quarier on 
Level II-B Test 3 Total 
(Highest) 1 1 ( 9%) 2 (1%) 5 (12%) 43 (40%) 51 
2 2 (18%) 2 (11%) 12 (30%) 34 19) 50 
3 1( 9%) 1( sf 12 Bs 22 (20%) 36 
(Lowest) 4 7 (64%) 14 (74%) 11 (28%) 9 ( 8%) 41 
Total 11 19 40 108 178 
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It is of special interest to note that only 
eleven students, or 6 per cent of the sam- 
ple, ranked in the lowest quarter on the 
accounting achievement test as first-year 
students. This strongly indicates that most 
of the less able students are effectively 
eliminated through guidance or selective 
processes before they reach their senior 
year of accounting study. 

That there is a substantial relation be- 
tween ranks on the two levels of the ac- 
counting achievement tests is pointed up by 
the fact that 71 per cent of the students 
who scored in the top quarter on the Level 
I test ranked in the top half of the Level IT 
distribution, while only 27 per cent of 
those who were in the lowest quarter on 
the Level I test obtained ratings in the 
upper half on the Level IT test. To the ex- 
tent that generalizations can be made from 
these results, it may be inferred that there 
are about seven chances in ten that a stu- 
dent who scores above the 75th percentile 
on the Level I test will rank above average 
in Level II test performance, but there are 
only about three chances in ten that a 
student who falls below the 25th percentile 
on the Level I test will score above average 
on the Level II test. 

Forty-two per cent of the students in the 
third quarter on the Level I test and 22 
per cent of those in the second quarter 
ranked above the median on the Level II 
test. It appears, then, that a student who 
ranks between the 50th and the 75th per- 
centiles on the Achievement Test as a 
first-year student has about twice as good 
a chance of rating above average on the 
Level II test in his senior year as does the 
first-year student who scores between the 
25th and the 50th percentiles on the Level 
I test. 

Looking at the lowest quarter of the 
Level II distribution, it will be seen that 
scores this low were obtained by eight per 
cent of the top quarter students of the 
Level I distribution, 28 per cent of th< 


second quarter students, and 74 per cent 
and 64 per cent, respectively, of the third 
and fourth quarter students. In other 
words, less than one out of ten of the stu. 
dents who ranked in the top quarter on the 
Level I test fell in the lowest quarter on the 
Level II test, while more than six out of 
ten of the students in the lower half of the 
Level I distribution had Level II scores in 
the lowest quarter. 

In general, the degree of relation be. 
tween the Level I and Level II test scores 
that is represented by a median correla. 
tion of .57, although far from perfect, 
seems to be sufficiently high to warrant 
using the Level I test to estimate the 
probability that a first-year student wil 
reach a satisfactory level of achievement 
in accounting as measured by the Level Il 
test. The relative standing on the Level I 
test that is to be considered as satisfactory 
will, of course, vary among different 
colleges. 

For guidance purposes, colleges may 
find it worth while to construct expectancy 
tables on the style of Table I to show the 
relation between the Level I and Level I 
test scores of their own students. Such a 
table may enable the instructor or coun- 
selor to give useful information to students 
about their chances of succeeding in ad- 
vanced accounting study. 


COMPARISON OF LEVEL I AND LEVEL 0 
RANKS OF COLLEGE GROUPS 


Do groups of accounting students from 
various colleges tend to rank similarly on 
the Level I and Level II Achievement 
Tests? Presumably they would if the 
instructional programs in advanced ac- 
counting courses were similar from one 
institution to another, and if these pro- 
grams were relatively comparable in ef- 
fectiveness. This, of course, is not likely 
to be the case. The extent of some of the 
differences may be reflected in the follow- 
ing data. 
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Taste III 


MEDIAN PERCENTILES AND RELATIVE RANKS OF STUDENT Groups OF VARIOUS INSTITUTIONS ON THE 
Levet I AND LEvEt II ACHIEVEMENT TESTS 


Median Percentile | Median Percentile Rank in Group 
— Level I, Spring | Level IT, Spring 
Wo. First Year Senior Year Levelt Leveh IT 
(one-year interval between Level I and Level II testing) 
1A 24 97 83 1 2.5 
1B 23 95 83 2 2.5 
1C 24 94 72 3 5 
2A 11 88 61 4 6 
3 39 87 48 5 7 
2B 18 85 84 6 1 
4A 29 82 42 7 8.5 
4B 28 79 42 8 8.5 
1D 26 78 78 9.5 4 
5 18 78 33 9.5 10 
6A 12 73 21 11.5 11 
6B 12 73 20 13.5 12 
(two-year interval between Level I and Level IT testing) 
7A 11 93 79 1 2 
8A 16 92 61 2 5 
9A 50 86 30 3 10 
10 16 82 61 4 5 
8B 16 78 73 5 3 
7B 15 75 61 6 5 
11 13 73 83 iP 1 
12 13 73 53 YP 9 
13 20 71 58 9 7 
14 19 66 56 10 8 
15 37 47 18 11 11 
(three-year interval between Level I and Level II testing) 
16 58 84 44 1 6 
9B 31 82 36 2 7 
17 14 81 82 3 1 
18A 18 80 54 4 3 
18B 11 78 60 5 2 
19A 15 77 52 6 4 
19B 18 71 45 7 5 
19C 17 56 33 8 9 
19D 11 41 35 9 8 


In Table III are shown the median per- 
centiles and relative rankings on the two 
levels of the test of thirty-two groups of 
students from nineteen different colleges, 
most of which are regular participants in 
the College Accounting Testing Program. 
Where a college is listed more than once, 
its student groups are differentiated by the 
letter following the institutional code num- 
ber. For example, the code designations 
1A and 1B are used to identify two student 
groups from the same college. The medians 


are based on the scores of only those stu- 
dents who took both the Level I and Level 
II Achievement Tests. 

The data are divided into three classifi- 
cations, according to the number of years 
that lapsed between the two test adminis- 
trations, and the groups are listed within 
these classifications in the order of their 
Level I test medians. These rankings 
within the classifications provide a better 
basis for evaluating the relative perform- 
ance of the groups on the two levels of the 
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test than do the percentile ranks, since the 
latter are affected by variations in the cali- 
ber of the norm populations of the two 
levels. It will be observed that most of the 
group have lower median percentile ranks 
on the Level II test than on the Level I 
test, and this is principally because the 
Level II test results are being evaluated in 
terms of a more select norm group—one 
from which the less able students have 
been eliminated by the process of college 
attrition. 

For the twelve groups that took the 
Level II test only one year after the Level 
I test, the rank difference correlation is 
quite high, amounting to .75. The average 
difference between the ranks on the two 
tests of the fifteen groups is only 1.8. 
Among the groups that were tested at two- 
year and three-year intervals, the rank 
difference correlations are considerably 
lower: .47 and .38, respectively. The aver- 
age change in rank for the two-year-inter- 
val group is 2.5; for the three-year-interval 
group, it is 2.4. 

The lower correlations that were found 
between the ranks of the groups that were 
tested with the Level II test two or three 
years after the Level I test are in line with 
the usual finding that the longer the inter- 
val between successive testings with simi- 
lar measures, the lower the correlation 
tends to be. The correlation is especially 
likely to decrease when some variable is 
exerting a significant influence on the 
measured characteristic during the inter- 
val. Thus, the fact that a greater variety of 
accounting courses might have been taken 
by the students over the longer intervals 
may help to explain the differences among 
the correlations reported above. It is not 
likely that the forms of the tests used af- 
fected the correlations to any important 
extent, since there was a wide variety of 
form combinations within each of the 
interval clssifications. 

The largest changes in ranks were regis- 


tered by two groups in the two-year-inter. 
val classification. Group 9A dropped from 
a rank of 3 on the Level I test to a rank of 
10 on the Level II test, while group 11 
went from a Level I rank of 7.5 up toa 
Level II rank of 1. 

Relatively large changes in ranks als 
occurred in the instance of groups 1D and 
2B, which showed substantial gains be. 
tween their Level I and Level II ranking; 
within the one-year-interval classification, 
and by groups 16 and 9B, which dropped 
significantly in their rankings within the 
three-year-interval classification. 

In the absence of any extensive informa- 
tion about the characteristics of the ac- 
counting courses offered by the various in- 
stitutions whose test results were used in 
this study, no definite reasons can be 
given for the differences in relative rank- 
ings on the two levels of the accounting 
achievement tests. The groups were small 
in size, and the test results are not neces- 
sarily typical of each of the represented 
colleges. Then, too, one of the levels of the 
test may be more suitable than the other 
for the accounting curriculum at a partic- 
ular institution. Also, instructors within a 
given college may differ markedly in their 
effectiveness. We find, for example, that 
group 2A dropped from a rank of 4 on the 
Level I test to a rank of 6 on the Level II 
test, while another student group from the 
same institution, 2B, went from a Level I 
rank of 6 up to a Level II rank of 1. Both 
of these groups were in the one-year-inter- 
val classification. 


CONCLUSIONS 


The data reported in this article indicate 
that there is a substantial correlation, in 
general, between the scores obtained by 
individual students on the Level I and 
Level II Accounting Achievement Tests. 
The relation is high enough to justify the 
use of the Level I test results as a guide for 
estimating a student’s probability of suc- 
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ceeding in advanced accounting study, as 
evaluated by the Level II Test. 

When student groups from a number of 
different colleges and universities are 
ranked in terms of their median scores on 
the Level I and Level II tests, it is found 
that there is a relatively high correlation 
(.75) between the ranks of the groups on 
the two tests when there is only a one-year 
interval between the test administrations. 
When the interval is two or three years, 
the correlation between the ranks of the 
groups on the two measures is considerably 
lower. 

While the samples were small and not 
necessarily representative of each of the 
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institutions from which they were taken, 
the fact that there were relatively large 
differences in the rankings of some of the 
groups on the two levels of the test, even 
when there was only a one-year interval 
between the test administrations, suggests 
that there may be some significant varia- 
tions in the effectiveness of accounting 
training among various instructors and 
colleges, or in the degree of relevance of the 
tests for the particular curricula being 
taught. A more detailed study would be 
necessary to give a specific account of the 
reasons for the variations in rankings of 
the various groups on the two levels of the 
Accounting Achievement Test. 
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THE HUMAN PROBLEMS OF THE 
SENIOR ACCOUNTANT 


KENNETH L. Davis 
Lybrand, Ross Bros. & Montgomery 


ECHNICAL KNOWLEDGE is not the 
only mark of a competent public ac- 
countant. Successful pursuit of a 
career as a CPA requires more than a com- 
plete education and experience in applying 
academic principles, more than accuracy 
and speed in performing an audit. An ele- 
ment just as vital, but more obscure, is 
genuine appreciation of the behavior of the 
human beings with whom the CPA comes 
into everyday contact. It is perhaps under- 
standable that the CPA should do little 
more than give lip service to this last 
element, since the whole emphasis in train- 
ing of the CPA is upon technical matters— 
justifiably, perhaps, since technical knowl- 
edge is his stock-in-trade. However, the 
CPA who practices on his own account or 
who acts as in-charge accountant on en- 
gagements outside the office cannot long 
survive without some modicum of skill in 
conducting his relations with the people 
around him. The degree of this skill fre- 
quently determines the course of his career. 
These observations are not new. We all 
assume, perhaps, that an individual ac- 
quires some capacity to “get along” with 
people in the early years of his life and 
that this is adequate. It is submitted here, 
and it will be the purpose of this paper to 
demonstrate, that a public accountant re- 
quires more than this bare minimum to 
reach the prominence to which he aspires. 
The human situations with which the 
field auditor finds himself confronted arise 
chiefly from three sources: the client, the 
assistants working with him, and the su- 
pervisors or administrators to whom he 
must answer for the successful completion 
of the engagement. Frequently each of 
these constitutes a force operating in di- 


rect opposition to the others, or, as is per. 
haps more often the case, in opposition ty 
the personal feelings of the auditor himself, 
Let us illustrate by one typical factual sit. 
uation. The reader is asked to project him. 
self into these circumstances, and attempt 
to state in his own words precisely what 
the senior should say or do. 

You are the senior in charge of the 
annual audit of a medium-sized manufac. 
turing firm at an out-of-town location. An 
assistant has analyzed maintenance and 
repairs expense late in the engagement and 
has discovered certain charges which ap- 
pear to be typical capital items. He has 
brought the matter to your attention, in- 
dicating that he feels an audit adjustment 
will certainly be required. 

Your tentative opinion after reviewing 
the charges is in substantial agreement 
with your assistant’s, but due to time pres 
sures and other good reasons you hope 
(inwardly) that no adjustment will be 
found necessary. You approach the client's 
Chief Accountant to discuss the account 
ing treatment afforded the items in ques 
tion. It seems clearly necessary to advise 
the client of your opinion even though the 
Chief Accountant’s opinion is obviously 
contrary. 


Queries: 


1. How can this be done most tactfully? 
What should you say and how should you 
say it? You must not antagonize the client 
but at the same time you must be forceful. 

2. As a result of the discussion with 
Chief Accountant, assume you find ade- 
quate justification (in your honest opil- 
ion) for charge to expense. How do you 
answer the objections of your assistant, 
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Human Problems of Senior Accountant 


who has taken a personal interest and feels 
strongly that adjustment is necessary? 

3. Upon return to the office and review 
of the work-papers by the supervising ac- 
countant, suppose you are informed by 
your superiors that in their opinion the 
decision you made in the client’s office was 
incorrect. Apart from the merits of the 
case, to what extent should you take issue 
with your superiors? How should you 
state your position? 

There are no “pat” answers to these 
questions. None will be presented here. 
There are no guiding textbooks as refer- 
ence materials. The senior’s conduct must 
spring from his mental storehouse of ob- 
servations of individuals’ behavior, from 
his accumulated sense of proper business 
procedure, or from some other shadowy 
niche of his own personality. It is formed 
from a “human relations” skill which, to 
some degree, he has acquired in his past 
experience. On such a nebulous premise as 
this rests the possible loss of a client or 
other embarrassment at least equally as 
serious. 

It is one thing to sit down and discuss 
the various possible approaches to uncom- 
fortable human situations such as those al- 
luded to above. In that manner it is some- 
times easy to decide what the senior 
should not do. But it is quite another thing 
to act spontaneously, without previous re- 
flection, when action is required. 

Remember, too, the best procedure in a 
particular situation might be the very 
worst in a different set of circumstances. 
The general rules (if any exist) that the 
senior must maintain an even temper, or 
that he should avoid risk of offense at all 
cost, etc., do not always hold true. The 
existence of innumerable variables of ten- 
uous nature makes this so. Among these 
variables are the human relations skill of 
the person to whom the senior’s remarks 
are directed, that person’s satisfaction 
or dissatisfaction with his present employ- 
ment, possible recent events in that per- 
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son’s social or home life affecting his 
immediate behavior in all matters, etc. 
Such factors dealing with psychology and 
not at all with the substance of the prob- 
lem at hand, should be recognized as 
probable determinants of the other party’s 
reaction. This recognition is a fundamental 
of human relations skill. Formal education 
of the accountant in pyschology or psy- 
chiatry is not necessary. The requirement 
is simply an insight into the possible effect 
of seemingly extraneous affairs upon the 
individual’s emotional make-up, and con- 
sequently, his conduct. 

We do not speak here of tact alone. 
While the ability to deal with others with- 
out giving offense is a very important 
attribute, this must be performed concom- 
mitant to active presentation of an 
independent position. It need not be em- 
phasized that the CPA must be indepen- 
dent. 

To the average client, the field auditors 
represent the public accounting firm. The 
senior accountant must bear the responsi- 
bility of representing his firm in worthy 
fashion. Clients retain public accounting 
firms partly because of a favorable impres- 
sion of its staff members, and they may 
change auditors when the impression is 
otherwise. The senior accountant in whose 
hands the matter rests is generally destined 
to some other employment if he cannot 
call upon skill in his personal contacts. His 
display of such skill augurs well for his 
promotion to a higher rank. Perhaps this 
is why there is perpetually a scarcity of 
good senior accountants. 

Partners of public accounting firms who 
perform the personnel function have be- 
come increasingly aware of the desirability 
of the exercise of human relations skill by 
senior accountants. As modern living be- 
comes more and more complex, social, 
psychological, and business problems in- 
crease proportionately. We have not seen 
the last of human relations problems. We 
never will. 
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PRICE LEVEL ADJUSTMENTS: REJOIN. 


DER TO PROFESSOR HUSBAND 


Raymonp C. DEIN 
Professor, University of Nebraska 


between Professor George Husband 

and myself is rather limited.’ We both 
seem to agree that the usefulness of finan- 
cial statements adjusted for price level 
changes must be tested in the light of the 
purposes for which they are intended, and 
we both seem to agree that Mr. Sidney 
Alexander’s monograph The Measurement 
of Income in a Dynamic Society® is worthy 
of attention by accountants, particularly 
by those who are concerned with the prob- 
lems raised by inflation. Even within these 
areas of agreement the conclusions that we 
draw are quite divergent. It was (and still 
is) my belief that adjusted financial state- 
ments of the sort contemplated by Supple- 
mentary Statement No. 2 do not, and 
cannot, serve the rather vague statement 
of purposes set forth therein; Professor 
Husband concluded on this point that 
an analytically derived expression of realized 
economic income is the better realization base 


from which to make projections. Hence, its 
greater usefulness for all the purposes set forth.* 


if APPEARS that the area of agreement 


With respect to Mr. Alexander’s mono- 


graph, I believe it is worthy of attention 


because for one thing it shows better than 
the writings of most accountants an ap- 
preciation of the limited ability of account- 
ing to express adequately the impact of 
price level changes upon the business struc- 


1See Dein, Raymond, ‘Price Level Adjustments: 
Fetish in Accounting,”’ ACCOUNTING REVIEW, January, 
1955, pp. 3-24; Husband, George, ‘‘Professor Dein, 
Mr. Alexander, and Supplementary Statement Number 
2,” ACCOUNTING REviEw, July, 1955, pp. 383-399. 

2 In Five Monographs on Business Income (New York: 
Study Group on Business Income, American Institute 
of Accountants, 1950). 

* Husband, “Professor Dein and Supplementary 
Statement Number 2,” p. 398. 


58 


ture and fabric; Professor Husband thinks 
that Mr. Alexander is highly critical of 
accountants and their procedures during 
periods of price level changes.‘ The re. 
marks which follow will largely be con- 
cerned with the first named area of 
agreement and disagreement—the ade- 
quacy and pertinence of adjusted financial 
statements for periods of extensive price 
level changes. 

Any pronouncement upon an accounting 
matter from a Committee of the American 
Accounting Association is bound to be con- 
sidered as having the weight of authority 
of the American Accounting Association 
behind it. For that reason it is important 
that the implications of pronouncements 
such as Supplementary Statement No. 2 
be fully discussed, lest assent thereto be 
concluded from the mere failure to dissent. 
If the problem is serious enough to warrant 
the issuance of a supplementary statement, 
it is important enough to deserve full dis- 
cussion of its implications. 


I 
Every proposed innovation in account- 


\\ing must meet two crucial tests before its 


ultimate acceptance: (1) It must be 
demonstrated to be conceptually sound 


‘ Since this is a relatively minor point, i.e., whether 
Mr. Alexander accuses accountants of presenting mis- 
leading financial statements, I am perfectly willing that 
the pon Pe be resolved individually by our readers. See 
Husband, p. 384. 

5 For instance, Maurice Stans’ article in the Journal 
of Accountancy (January, 1952), in which was presented 
an analysis of Supplementary Statement No. 2, carried 
the title, “AAA Proposals for Dealing with Price Level 
Changes i in hanes ” No matter how carefully the 
article had been titled to convey the impression that 
this was a Committee proposal only, it is doubtful that 
a readers would have gained an impression different 
from the one created by the title as it appeared. 
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and to provide information on which de- 
pendable judgments can be made; and 


(2) it must commend itself so strongly to” Under such circumstances, the income statement 


those persons who have the responsibility 
for judgments that they will adopt the in- 
novation. It is elementary, I think, that 
the first of these tests is the more funda- 
mental. However, in this day when the 
belief is so widespread that accounting 
statements must look simple it is alto- 
gether possible that any statement or 
schedule that appears complex is all too 
likely to be rejected for that reason alone. 

Supplementary Statement No. 2 pro- 
posed that the conventional financial 
statements be accompanied by supple- 
mentary financial statements which pur- 
port to ‘restate historical costs to reflect 
changes in the value of the dollar.’’*® These 
supplementary statements were conceived 
of as being “‘special purpose” reports. 
The traditional balance sheet and income state- 
ment, employing historical dollar costs, have 
proved their usefulness and are of primary impor- 
tance for many purposes. Reports prepared to 
reflect fluctuations in the value of the dollar may 
prove to have substantial usefulness for other 
purposes.” 
What these ‘‘other purposes” are was no- 
where precisely indicated, though at one 
point in the text six very general “‘pur- 
poses” were listed for which ‘financial 
statements expressed in uniform ‘current’ 
dollars would seem to be useful.’’® 

The conceptual soundness of any special 
purpose report can be judged only by 
knowing fairly precisely what those special 
purposes are. Behind the recommendation 
for adjusted financial statements seems to 
lie the argument of Henry Sweeney that to 
add and subtract dollars in financial state- 
ments which have different purchasing 
powers commits a mathematical blunder— 
a blunder particularly significant in peri- 


* AccountTinG Review, October, 1951, p. 473. 
 Ibid., p. 473. 
* Ibid., p. 470, 
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ods when price levels have changed sub- 
stantially. The Committee states: 


reflects revenue expressed automatically in “cur- 
rent” dollars, while the cost of earning that 
revenue is expressed in dollars of widely varying 
purchasing power; the balance sheet, too, repre- 
sents an assembly of items similarly measured 
in varying dollars.® 


What is important to note here is that this 
is not only an argument for special purpose 
reports stated in terms of dollars of similar 
purchasing power but it also is an argu- 
ment for throwing out the conventional 
statements altogether, a course of action 
which was specifically disclaimed. 

No one will, I think, dispute the asser- 
tion that changing price levels complicate 
the job of business management in deter- 
mining what is proper price pclicy, wage 
policy, dividend policy, expansion (or con- 
traction) policy, to mention only a few of 
the areas of decision. It is equally evident 
that changing price levels also complicate 
the job of the investor in determining the 
direction in which the economic resources 
of society should be directed; they compli- 
cate life for the consumer, and particularly 
for those on fixed incomes; and they cer- 
tainly complicate the task of government. 
What is never made clear is the manner in 
which financial statements couched in 
“current” dollars will mitigate in any way 
any of these problems. Financial state- 
ments, even in periods when the price level 
is relatively stable, are never more than 
data of unevaluated importance in deter- 
mining the course to be taken in the future. 
Financial statements expressed in “cur- 
rent” dollars do not even express facts in 
the sense in which the conventional state- 
ments express in monetary form the 
impact of certain explicit recorded occur- 
rences. Was not Henry Sweeney right in at 
least one respect: That there can be no 
coexistence between the conventional 


Ibid., p. 470. 
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financial statements and financial state- 
ments adjusted for price level changes? 
The action and interaction of the family of 
forces (and price level change is only one 
member of the family) which operate with- 
in the economy are too inextricably inter- 
woven to permit us to harbor the thought 
that certain mathematical manipulations 
performed on historical cost data by means 
of an index number (no matter how per- 
fect) will eliminate the effects of price 
level changes from financial statements. 
We do not know that the family of forces 
without price level changes would have 
operated in exactly the same way as it did 
with price level changes. 


II 


Professor Husband’s reply to my article 
does not seem to me to do what I had 
hoped it would—+viz., to detail more pre- 
cisely what are the purposes for which the 
adjusted financial statements are prepared 
and to explain how the adjusted financial 
statements served those purposes. He dis- 
missed my charge that the purposes enu- 
merated in the Supplementary Statement 
are vague with the statement that “pur- 
poses 1, 2, and 5 and the dividends part of 
purpose 6 appear to be self-explanatory”; 
but he does concede that for purposes 3, 
4, and 6 
while it is freely granted that expressions of 
economic income and current costs (preferably 
future costs) are more useful . . . it is not granted 
that dollar-corrected statements are not more 


useful for these purposes than are mere money 
statements.!° 


Apparently he is of the opinion that the 
“dollar-corrected” statements are a 
“start,” but I find no statement of what 
still will remain to be done. 

The impasse which has seemingly been 
reached can presumably only be resolved 
by an appeal to experience with adjusted 


10 Husband, p. 397. 


financial statements. Fortunately some ex. 
perience has begun to accumulate from a 
report on the price level study of the Amer. 
ican Accounting Association made at the 
1954 Convention of the Association. The 
report, presented by Mr. Perry Mason, 
did make passing reference to the purposes 
for which the adjusted statements might 
be found useful. The summary statements 
on this point are: (1) “The adjusted state- 
ments should be useful to management”; 
(2) ‘The investor is probably the one who 
would benefit most from the publication of 
adjusted financial statements.’”™" These, I 
think, are exceedingly guarded claims. 

On the ways in which these adjusted 
financial statements “should be useful to 
management,” Mr. Mason reports that 
“one firm indicated that its price policy 
certainly would have been modified if the 
information had been available.” But what 
does this mean? That the firm did not in- 
crease its margin as rapidly as hindsight 
indicates that it might? Hindsight always 
seems to give more definitive answers in 
difficult areas than does foresight, but one 
can never know what the present would 
have been had the past been different from 
what it was. And even adjusted financial 
statements will not be more current than 
the conventional financial statements. Or 
again, Mr. Mason reports that ‘“‘the board 
of directors of another company reduced 
the dividend upon reading its report.” 
Whether this was a proper action or not 
surely cannot be determined solely on the 
basis of the adjusted statements. The 
comparative statistics presented in the 
report seem to suggest that all the firms 
studied had paid out “excessive” divi- 
dends. There is, however, no evidence 
adduced that any of the companies had 
suffered thereby from an unduly depleted 


11 Mason, Perry, ‘Price Level Study of the American 
Accounting Association,” ACCOUNTING REvIEw, Janu- 
ary, 1955, pp. 43, 44. Mr. Mason is not a critic of ad- 
justed financial statements. See footnote 32, page 11 of 
my article. 
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working capital. The decrease in the rate of 
return on total investment as shown by the 
comparative statistics might, indeed, be 
interpreted that all the firms should have 
considered strongly the wisdom of liquida- 
tion completely instead of the partial job 
that the dividend figures suggest. 

The third use for adjusted financial 
statements which Mr. Mason lists is a 
most interesting one: 

Perhaps the greatest interest of management in 
adjusted figures is based upon the hope that 


they can be used for income tax purposes, at 
least during periods of inflation. 


Does this not say that management has 
little enthusiasm for the adjusted figures 
as an aid in making the business judgments 
with which management is charged; that 
management’s enthusiasm for them lies 
largely in the hope for some remission of 
tax burden if only the adjusted figures will 
become accepted as “good” accounting 
practice? Mr. Mason says that the heavy 
industries are now being “taxed dispro- 
portionately’”? and the inference is easily 
drawn that the hope of management is not 
a vain hope. The whole concept of justice 
in taxation is much too tenuous and com- 
plicated to be embraced within accounting 
theory, and attempts to broaden the scope 
of accounting theory thus would seem to 
be ill-advised. 

On the benefits to the investor from the 
adjusted statements, Mr. Mason seems to 
find that without these statements the in- 
vestor is quite in the dark as to what really 
has occurred and is quite unable to cope 
with the problems which confront him: 

As it is, neither he nor his analyst has an effective 
way of interpreting the figures which are given 
to him. The sales figures may look as though the 
volume of business is expanding, while just the 
reverse may be true. He has no way of comparing 
one company with another as to its vulnerability 
to the effects of inflation or deflation. He cannot 
tell whether the dividend policy of the company 


8 Ibid., p. 42. 


is reasonable or not. Adjusted figures should help 
him a great deal.18 


I shall here do no more than to assert that 
this paragraph seems to me to contain im- 
plications of doubtful validity for the 
investment decision; and there is no assur- 
ance that the “adjusted figures” will help 
solve any of the baffling problems which 
emerge when an attempt is made to fore- 
cast future receipts. For example, in the 
Association’s price-level study for the four 
companies, the comparative statistics on 
“Revenue as percent of 1941’ show that 
the reported revenue is adjusted by an 
identical ratio in each case; surely this 
cannot be classified as an adjustment 
which needs to be made by an accountant. 
As for what was described as “the most 
time-consuming part of the work” of pre- 
paring adjusted financial statements for 
each of the four firms, “the analysis of the 
plant and equipment accounts and the 
corresponding accumulated  deprecia- 
tion,’”® it is true that the interested in- 
vestor could not have obtained the same 
result by himself utilizing an appropriate 
index number; what is not made clear is 
how the investor could use the calculation 
anyway. It is of course true, as Mr. Mason 
points out, the investments of some firms 
“are much closer to current figures than 
others,’”* but it is also true that there are 
many other elements that must be fully as 
important in evaluating future prospects 
(receipts) for the firm. Such things as the 
prospective level of the national income, 
the changes in consumer tastes, the 
changes in the techniques of production, 
and even the prospective imminence of 
peace or war—to mention only a few— 


13 Tbid., p. 44. For a statement of how the financial 
analyst uses financial statements and the need those 
analysts feel for price level adjusted figures, see Horn- 
gren, Charles T., ‘Security Analysts and the Price 
Level,” AccounTING REview, October, 1955. 

14 Tbid., p. 40. 
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must certainly be data of utmost signifi- 
cance. It is one thing to say that the 
investor faces substantial difficulties in 
determining the channels in which he will 
keep his investments; it is quite another to 
say that we accountants can give even 
limited expression to the forces which 
should be considered in making those de- 
cisions. I am unconvinced that either 
management or the investor, upon both 
of whom rest decisions of the greatest mag- 
nitude for this dynamic world of ours, 
would be aided significantly by adjusted 
financial statements. 


And now to deal briefly with some periph- 
eral questions raised by Professor Hus- 
band. I am criticized for “the expedient of 
association with (Supplementary State- 
ment No. 2) various writings of individual 
members of the Committee,’"” on the 
ground that to do so 
can do violence to equity. The Supplementary 
Statement should be interpreted on the basis of 
its own text. Every attempt was made to avoid 
the use of weasel words and to set forth clearly 
all meanings that were intended to be conveyed.!” 


The fact is that I quoted from three arti- 
cles, one each by three different Committee 
members. The article by Mr. Stans in the 
Journal of Accountancy® and the article 
by Professor Hill in the AccounTING RE- 
viEw"* were described by the authors as an 
analysis of the Supplementary Statement. 
If the text of the Supplementary State- 
ment was really as clear as Professor 
Husband indicates, surely these two ana- 
lytical articles were unnecessary. I have 
no way of knowing whether these articles 
reflected a consensus arrived at in the 
Committee, but they certainly do serve to 


17 Husband, p. 385. 
** “AAA Proposals Offer Practical Suggestions for 
with Price Level Changes,” January, 1952, pp. 
2-59. 


# “An Analysis of Supplementary Statement No. 2,” 
January, 1952, pp. 16-24. 


orient the reader to some extent when he 
undertakes to interpret Supplementary 
Statement No. 2. The third article from 
which I quoted had been written by the 
Chairman of the promulgating Committee 
and published two years prior to the ap. 
pearance of the Supplementary State. 
ment.” The justification for my reliance 
upon this article was explicitly stated in 
my article: 

A possible clue to what was intended is furnished 
by Professor Graham’s article, for the topics he 


discussed there bear a striking resemblance to the 
enumerated list of purposes.” 


The conjecture was strengthened by the 
knowledge that the American Accounting 
Association, unlike the American Institute 
of Accountants, maintains no research de- 
partment which might have supplied the 
initial draft of the Statement; under such 
circumstances, it seemed a reasonable in- 
ference that the Chairman might well have 
had a very large part in determining the 
content of the Statement. My intention 
was to criticize the content of the Supple- 
mentary Statement “that (was) intended 
to be conveyed”; I am indeed sorry if 
violence was done to equity. 

At one point in his reply, Professor Hus- 

band takes me severely to task for the 
inference I drew that it was expected that 
the adjusted financial statements would 
result in an approximation to economic 
income. Said he: 
It (the Supplementary Statement) does not con- 
tain the word “economic” and does not make 
“claim of intention to convert accounting income 
into economic income” because this latter was not 
the Committee’s objective. . . . There is nothing 
in Supplementary Statement Number 2 which 
advocates the measurement of “economic” in- 
come or the use of “economic” values.” 


Later, however, it is stated: 


2 Graham, Willard J., “Changing Price Levels and 
the Determination, Reporting, and Interpretation of 
Income,” AccounTING REviEW, January, 1949, pp. 
15-26. 

21 Dein, p. 16. 

* Husband, p. 386. 
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Corrected dollar income, on the other hand, is the 
measurement of realized economic accomplish- 
ment. 


And still later, he concludes: 


In short, in the opinion of the Committee an 
analytically derived expression of realized eco- 
nomic income is the better realization base from 
which to make projections.™ 


The two groups of quotations appear to 
me quite divergent and unreconcilable. 
Finally, Professor Husband suggests 
that my use of the word fetish is incorrect. 
The definition he quotes gives precisely 
the connotation I had intended. Like the 
weather, the literature of accounting over 
a thirty-year period is replete with expres- 
sions of concern about the impact of price 
level changes upon financial statements, 
but little or no progress (including Supple- 
mentary Statement No. 2) has been made 
in reaching agreement on what, if any- 
thing, should be done. Supplementary 
Statement No. 2 itself speaks of “‘propo- 
nents of modification” and “accountants 
who oppose modification” and states that 


Ibid., p. 395. 
% [bid., p. 398. 
% Ibid., p. 398. 


even the proponents “are not in agree- 
ment, however, as to the methods. ...” 
Perhaps the proper conclusion to be drawn 
is not that modification is difficult but that 
modification is inappropriate and impos- 
sible. I cannot agree with Professor Hus- 
band when he states that 

Some of the best reasoning respecting the account- 
ing measurement of income would appear to 
have been supplied by those who have been dis- 


turbed by the effects of changing dollar values 
upon accounting measurements.” 


Upon close examination it appears that the 
claims typically made, that accountants 
“do something” about the effects of infla- 
tion, actually demonstrate that changing 
price levels breed a whole new and virulent 
set of stresses and strains in the economy. 
The urgent exhortation to “‘do something” 
would more appropriately be directed to- 
wards economic statesmen rather than 
accountants. Presumably the stresses and 
strains imposed by changing price levels 
would be with us even in a world com- 
pletely acclimated to financial statements 
adjusted for those price level changes. 
Would any problems thereby be solved? 


% Ibid., p. 398. 
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THE DETERMINATION OF 


STOCKHOLDER INCOME 


NELSON B. SEMAN 
Johns Hopkins University 


HE problem of the proper determi- 
nation of stockholder income hinges 
upon the concept of the nature of the 
corporation. Of late there has been a sug- 
gestion of a return in accounting thought 
to an agency view of the corporation, thus 
representing what may be termed a full 
swing from an agency to an entity back to 
an agency concept. 

In the Eisner v. Macomber case, 252 
U.S. 189 (1920), the dissents led by the 
Brandeis opinion, urging that a stock divi- 
dend which capitalizes earnings realized by 
a corporation is a recognizable and taxable 
form of distribution, indicate the relatively 
early stage to which the separate entity 
concept of corporate existence had pro- 
gressed. ‘‘It seems apparent from Brandeis’ 
parallel with the concept of partnership 
taxation that the ‘separate entity’ theory 
of corporate taxation was then in an unde- 
veloped stage and had not yet gained the 
recognition and significance which it has 
today.”” 

In the years that followed, the idea that 
the corporate form of enterprise consti- 
tuted an artificial being, in itself apart 
from its constituent members, grew to a 
preponderant position not only in legal 
status, but in accounting and economic 
thought. 

Recently, several opinions have been ex- 
pressed which, in effect, return to the 
older, former concept. In a cogent and 
convincing article in a recent issue of this 
publication,? George R. Husband main- 

1 Stephen T. Dean, ““The Stock Dividend,” Taxes— 
The Tax Magazine, July, 1954, p. 586. 

2 George R. Husband, “The Entity Concept in 


Accounting,” Tse AccounTING REviEw, October, 
1954, pp. 552-563. 
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tains that the corporation might be better 
viewed, for accounting and economic pur. 
poses, as bearing an agency relationship 
to its basic investors—the stockholders, 
“Regardless of the characteristics which 
the law gives to the corporate form of or- 
ganization, it remains an organization of 
individuals. Basically it is the common 
stockholders who constitute the entrepre- 
neurs in the case of the corporation and 
who use it for the purpose of obtaining 
profit. The final decisions are theirs; they 
bear the ultimate risk.’’® Accounting best 
serves its functions, Husband asserts, 
when it comes closest to these economic 
ideals, by measuring entrepreneurial suc- 
cess or failure, imputing profit to the “en- 
trepreneurial actors.” The corporation is, 
thus, merely a medium through which the 
stockholders act to obtain profit; account- 
ing should conform to this agency concept 
in the recording of all corporation-stock- 
holder transactions. 

Certain exceptions must be taken to 
Husband’s view of the nature of the cor- 
porate enterprise. We must first distinguish 
between what has been termed the public 
and the private corporation. It can hardly 
be doubted that in the case of the private 
closely held corporation, an agency rela- 
tionship does, in reality, exist. For here, 
one or a few individuals (perhaps a family 
unit) have placed a certain amount of 
assets under corporate existence for vari- 
ous purposes; often the device is utilized 
as a means of tax avoidance or reduction. 
The affairs of the enterprise are directly 
controlled by this compact stockholder 


Jbid., p. 558. 
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unit; in such a situation, it cannot be de- 
nied that a separate entity does not exist; 
that the business is a mere expression of its 
owners. But it is not that here the corpo- 
rate veil has been pierced; it is that in 
reality (though given substance before the 
law) the corporate veil never existed at all. 
This is hardly the corporation which comes 
to mind when we think of that form of en- 
terprise which has contributed so greatly 
to the growth and development of the 
American economy. 

If economic significance is measured in 
terms of total dollars of assets committed 
to corporate enterprise, the close or private 
corporation occupies a distinctly secondary 
position. It is rather the public or widely 
owned corporation with which we must 
concern ourselves. 

With this view as the basis of our eco- 
nomic model, it appears quite evident that 
the corporation is, indeed, an entity in 
itself separate and distinct from those 
constituents who comprise the organization 
—management, the labor force, creditors, 
stockholders, etc. Through its distinct 
characteristics of permanence and sepa- 
rateness of identity, it has become more 
than the mere sum of its parts; the corpo- 
ration assumes a personality and being of 
its own, a vehicle of expression in the 
economic world above and beyond the 
individuals comprising it. 

“What do we mean when we say that 
the corporation is an economic and social 
entity? We mean that the corporation as 
such (like other social institutions) has a 
tradition, a reputation, a place in the ec- 
onomic process and in the community. The 
individuals who participate in the decisions 
of the corporation consider themselves to 
be acting ‘in behalf of’ the corporation. At 
the same time they are shaping the corpo- 
ration, they are influenced by the fact that 
they represent the corporation or work for 
it. It is said that individuals run the cor- 
poration, but it can also be said that the 
corporation runs individuals. The corpo- 
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ration may well survive many changes of 
owners and management personnel. The 
corporation changes, too, but its changes 
do not necessarily reflect the turnover of 
individuals who are in charge.’ 

Husband’s assignment of the role of 
entrepreneur to the stockholder would 
seem to stem from an erroneous view of the 
public corporation. While the stockholder 
possesses the basic right to share in the 
election of management, his control over 
the active affairs and policy of the enter- 
prise is, in the vast majority of cases, 
extremely limited. The shareholder in the 
public corporation is, more often than not, 
a relatively disinterested transient individ- 
ual, with little or no control, who may 
shift his stockholdings from one to another 
company at frequent intervals. The small 
group of top management which, at any 
given moment, actually shapes the policies 
and actions of the enterprise often owns a 
relatively insignificant number of shares; 
only with great difficulty can such a body 
be viewed as acting in an agency capacity 
for the great mass of public stockholders, 
with their wide diversity of interests and 
desires. 

“The relationship between the corpora- 
tion and most individual stockholders is 
in the case of the public corporation only 
an indirect and ephemeral one. A few own- 
ers of concentrated stockholdings exert, as 
members of the board of directors, a direct 
influence on management; stockholding 
for most individuals, however, is just an- 
other form of investment. The corpora- 
tion’s financial independence is demon- 
strated by the fact that about two-thirds 
of corporate funds are derived from in- 
ternal sources, undistributed profits, and 
depreciation and depletion reserves. Fur- 
thermore, not all stock is owned by indi- 
viduals. Corporations own stock of other 
corporations and often form complex net- 


4 Gerhard Colm, Corporation and the 
rate Income Tax in the American Economy,” The 
American Economic Review, May, 1954, p. 488. 
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works of affiliation. Investment trusts, 
insurance companies, universities, hos- 
pitals, and many other institutions hold 
stocks.’ 

From consideration of these practical 
aspects, it seems more in accord with the 
existing characteristics of the situation to 
consider the corporation as a separate and 
distinct entity, rather than as an agency 
device for the stockholders. 


THE NATURE OF CORPORATE- 
STOCKHOLDER INCOME 


If we adopt the agency assumption as 
representing the basic nature of the cor- 
porate enterprise, then, as Husband states, 
the earnings of the enterprise constitute 
income to the stockholders upon realiza- 
tion by the agent-company. The net 
profits of the business accrue to the owners 
and, much as in a partnership, become 
their income whether distributed or not. 
Retained earnings represent part of the 
capital investment of the shareholders. 
Cash dividends are merely withdrawals of 
earnings previously accrued; stock divi- 
dends, conversion of formerly capitalized 
income to stock form. Dependent upon 
expedient social policy, the stockholders 
may be taxed upon their prorata shares of 
the corporate earnings. Consistent with 
this outlook, the corporation itself would 
pay no taxes—as with a partnership; each 
individual investor would be liable for his 
proportionate share of the income. Hence, 
the oft-discussed problem of “‘double taxa- 
tion” would be eliminated. 

However, as indicated above, the entity 
concept rather than the agency or ag- 
gregation-of-investors theory seems the 
more realistic approach to the nature of 
corporate existence, and hence should be 
used as the primary basis in the proper al- 
location of income between the corpora- 
tion and the stockholder. 


5 Ibid., p. 488. 


From this standpoint, earnings retained 
in the business represent, as Husband puts 
it, the “corporation’s proprietary equity in 
itself.” The income plowed back into the 
business “belongs” to the corporate entity, 
to utilize as it sees fit, and until actual or 
constructive distribution, remains corpo. 
rate, not stockholder, equity. 

This concept seems to conflict with the 
idea that the proprietorship section of the 
balance sheet—the basic data for “book 
value” computations—represents the 
equity of the stockholders in the corporate 
assets; hence, retained earnings would 
seem an integral portion of the sharehold- 
ers’ equity. As Husband expresses it, some 
sort of “mystical transformation” on the 
part of separate entity theorists takes 
place, whereby earnings which were denied 
stockholder ownership when designated as 
income are ascribed distributive ownership 
in book value computations and balance 
sheet presentations—a shift from a legal 
entity status in the former case to agency 
status in the latter. 

Actually, no such conflict really exists. 
Through possession of a stock certificate, 
the shareholder acquires a “bundle of 
rights” in respect to the corporate enter- 
prise. The right to share in management 
(through an elected board of directors), 
participation in profits (when deemed de- 
sirable and expedient by the board), anda 
claim against corporate assets are typical 
of the stockholders’ acquired privileges. It 
is on the basis of this last right that all 
book value computations (and proprietor- 
ship presentation as stockholder equity) 
are made—encompassing the concept that 
all earnings capitalized in the business in- 
crease corporate assets, and hence the 
stockholder’s claim against them. 

Confusion arises, however, upon failure 
to recognize the true nature of this right. 
The stockholder’s claim against corporate 
assets bears, in essence, a “potential” 
character. The right is a real one, but its 
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exercise is contingent upon the occurrence 
of a particular circumstance—the dissolu- 
tion and liquidation of the company. That 
is, should the corporate life come to an end 
at any given point in time (through one or 
several of various causes), then and only 
then would the stockholder be able to 
claim his share in the firm assets, including 
his prorata portion of any increase which 
had resulted from earnings retained. 

Hence, book value and net worth bal- 
ance sheet presentations are premised ona 
liquidation assumption. The assertion in 
these cases as to stockholder proprietor- 
ship is a correct one, under the given as- 
sumption—that of liquidation and dissolu- 
tion (on a “‘no-loss”’ or stated value basis). 

But at any given time, the corporation 
isnot (generally) in such a state. Economic 
and accounting analysis has as a basic 
premise the “‘going concern” concept—that 
the corporation is a continuing, active 
enterprise. From this current viewpoint— 
representing the truer and more accurate 
state of affairs—the stockholder’s enforce- 
able claim against his share of corporate 
retained earnings is essentially nil. This 
point is more clearly shown by a close 
analysis of Husband’s comparison between 
the income of the bank depositor and the 
corporate bondholder on the one hand, 
and of the corporate stockholder on the 
other. Just as income accrues to the depos- 
itor and bondholder through increased 
claims against the company’s assets, so, 
Husband asserts, the stockholder realizes 
income through increased contract rights 
against the greater assets resulting from 
reinvested earnings. 

However, it is quite evident that in the 
first two instances, the increased claims 
are currently enforceable. The depositor 
can withdraw, almost at will, the interest 
credited to his account; the bondholder 
can cash his coupon or check. But corpo- 
rate income, as we have seen, lacks this 
current aspect to the stockholder; he is 
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completely unable to demand payment of 
his prorata share of the corporate earnings 
from the business assets. In neither an 
actual nor a constructive sense does the 
increased corporate wealth represent in- 
come to the stockholder. He has received 
no present increase in contract rights; the 
possible growth in claims in some future 
corporate liquidation, at which time no 
retained earnings may exist at all, can 
scarcely be deemed current income to the 
stockholder. The retained earnings are 
thus, from a current standpoint, the cor- 
poration’s proprietary equity in itself; 
any seeming conflict with book values or 
balance sheet presentations disappears 
when it is realized that the latter view is 
predicated upon a dissolution-liquidation 
assumption, the former on a current going 
basis. Each is correct within its own 
sphere of thought; confusion arises only 
when the two points of view are presented 
together as if from a common vantage 
point. 

It is perhaps unfortunate that the bal- 
ance sheet presentation of retained earn- 
ings places such great stress on the 
stockholder-liquidation-equity viewpoint. 
But merely because such earnings are the 
base from which potential distributions 
may be made, it does not follow that those 
earnings represent stockholder, and not 
corporation, equity. 

Dividends 

The declaration and payment of a cash 
dividend to shareholders satisfies their con- 
tractual right to share, at the discretion of 
the board of directors, in corporate profits. 
Thus, as Husband correctly asserts, the 
cash dividend reduces the corporate enti- 
ty’s equity in itself, and transfers some- 
thing to the shareholders which was not 
theirs previously—hence constituting 
stockholder income. 

However, Husband would seem to err 
when he attempts to say the same thing 
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about a stock dividend. The capital stock 
account and its adjuncts represent the 
amounts originally contributed by the 
stockholders. In a book-value computa- 
tion, it is these sums which comprise the 
base amounts of the stockholders’ claim 
against assets, in the event of dissolution. 
The retained earnings are subsequent ac- 
cretions to these basic figures, as discussed 
above. But again, logically, such claims 
against paid-in sums become truly enforce- 
able only in the possible occurrence of a 
liquidation situation. The same type of 
distantly contingent nature applies to the 
capital stock accounts as applied to the 
corporation’s retained earnings. In fact, 
due to legal restrictions on originally con- 
tributed capital, the stockholder possesses 
even less claim (chance of current distribu- 
tion) against such sums than against the 
accumulated profits. This remote, dissolu- 
tion-contingent character appears all the 
more evident from the fact that the capital 
stock accounts are expressed not in cur- 
rent, realizable values, but in historical 
costs, which may serve only to indicate 
the respective shareholders’ proportionate 
interests in corporate assets in the event 
of dissolution. 

A stockholder, that is, possesses a share 
of stock. With this share, during the life 
of a going concern, he can do only one 
thing—he can take it to the market place 
and sell it. Presumably, its market value 
bears some relationship to the current 
worth of corporate assets; but it is far 
more significantly influenced by expecta- 
tions of future earnings as well as by past 
dividend performance, going interest rates, 
government policy, general market condi- 
tions, and a host of relatively indetermi- 
nable factors. The stockholder, thus, is 
unable at any given moment to brandish 
his share of stock before the officers of 
“his” corporation, and demand his per- 
centage share of the company’s assets. 
Hence, the sums originally contributed 


by the stockholders, as well as the retained 
earnings, comprise the “corporation’s pro. 
prietary equity in itself.”’ In similar fash. 
ion, as with funds from earnings, paid-in 
amounts are those of the corporation—to 
work with, deal with, use as is seen fit, 
with no chance of the investor directly 
withdrawing his funds. 

What, then, is the true effect of the stock 
dividend? It capitalizes a portion of sur. 
plus by transferring retained earnings toa 
capital stock account. This accounting 
transaction, by removing one portion of 
the corporation’s equity in itself to an- 
other position bearing the exact same na- 
ture as the former, leaves the stockholder 
no better off than before. The issuance of 
additional certificates grants him no 
greater rights in the retained earnings 
equity of the corporation than he pos- 
sessed prior to the dividend. From a cur- 
rent viewpoint, stockholder claims against 
the company assets remain the same—vir- 
tually nil. No present increase in contract 
rights is obtained. The equity of the cor- 
poration in itself remains unimpaired. 

From a liquidation-book value point of 
view, the stockholder possesses the same 
ultimate claim as before. In the usual com- 
mon-on-common type of stock dividend, 
the shareholders’ total book value, and 
hence his proportionate interest, remains 
unchanged. The same “ultimate equity” 
is merely spread over a greater number of 
shares. 

Although a preferred-on-common divi- 
dend may change the shareholder’s per- 
centage interest in event of ultimate 
dissolution, his current position remains 
the same. It is extremely doubtful if cur- 
rent income could be construed to the 
corporate investor in such a case. 

Thus, a stock dividend does not repre- 
sent stockholder income. Corporate earn- 
ings remain the equity of the corporation, 
until actually distributed in the form of a 
cash dividend. 
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It is to be noted that the above formula- 
tion, while approaching the problem from a 
somewhat different tack, agrees in sub- 
stance with the majority of accounting 
opinion upon the subject. 

“The income of the corporation is de- 
termined as that of a separate entity with- 
out any regard to the equity of the 
respective stockholders in such income. 
Under conventional accounting procedure, 
the stockholder has no income solely as a 
result of the fact that the corporation has 
income; the increase in his equity through 
undistributed earnings is no more than 
potential income to him. It is true that in- 
come earned by the corporation may result 
in an enhancement in the market value of 
the shares, but until there is a distribution, 
division, or severance of corporate assets 
in the form of cash or its equivalent, the 
stockhoider has no income... . More- 
over, there is nothing that the stockholder 
can realize upon without parting with a 
portion of the interest in the corporation 
theretofore held by him. In the case of a 
stock dividend, there is no distribution, 
division, or severance.’ 

“The general concept of income adopted 
by the Supreme Court is closely in accord 
with the accepted accounting concept. 
Both regard realization actual or construc- 
tive in cash or an equivalent as a prerequi- 
site to the recognition of income.... 
Balance sheets, of course, do not measure 
equity, but only investment convention- 
ally measured ... [Accountants] should 
oppose any attempt to tax to stockholders, 
in any way, the undistributed income of 
the widely owned business corpora- 

Thus, we see more clearly the nature of 
corporate and stockholder income, and 
the effects of cash and stock dividends. 


American Institute of Accountants, Accounting 
Research Bulletin No. 43 (7b). 

7 George O. May, ‘‘Stock Dividends and Concepts of 
Income,” The Journal of Accountancy, Oct., 1953, p. 428. 
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Double Taxation 


With the employment of the entity con- 
cept of corporate existence, the oft-dis- 
cussed problem of double taxation ceases 
to exist. Earnings of the corporation are 
taxable to it when realized; dividend dis- 
tributions from the corporate to the 
stockholder entity constitute income to the 
latter, and are fully taxable at individual 
rates. So long as the corporation and the 
stockholder are, in reality, separate eco- 
nomic units, each is responsible for taxes 
upon its income. 

Only in the case of the close or privately- 
held corporation (where the corporation is 
not really a corporation at all, but merely 
a convenient device utilized by a few) does 
the claim of double taxation possess an 
important degree of validity. 

Colm’s suggestion® might well be adopted 
to meet this type of difficulty. The public 
corporation, which uses the opportunities 
of the national capital market, would be 
taxed at the corporate rates, while the 
privately-held corporation could elect to 
be taxed either as a corporation or a part- 
nership. The individual stockholders, in 
the latter case, would include in their in- 
comes their shares of profits, distributed 
or undistributed. Thus, where the agency 
concept does exist in fact, provision could 
be made for treatment accordingly. 

This would eliminate the problems of 
double taxation and the penalty tax on un- 
distributed earnings ‘for those corpora- 
tions in which management and ownership 
are typically one, or are intimately related, 
and in which ownership does not change 
hands frequently. These are the corpora- 
tions where there is most substance to the 
charge of double taxation. Only if these 
corporations found it more advantageous 
to pay the corporate income tax would 

they do so.’””® 


® Colm, op. cit., p. 501. 
Tbid., p. 501. 
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All problems of taxation are, of neces- 
sity, to be resolved in terms of expedient 
social policy, and in no way affect the theo- 
retical conclusions as to the nature of stock- 
holder income in any given instance. 


CONCLUSION 


The true entrepreneur, the focal point 
about which accounting decisions should 
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revolve, is not the investor, but the cor. 
poration itself—which, in the important 
majority of cases, has become a social and 
economic being in its own. All problems of 
income determination as between the cor. 
porate body and its stockholders, should 
be resolved from the separate entity point 
of view, so as to best conform to economic 
reality in a free enterprise society. 
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we know it today represents an idea 

which is a “generally accepted ac- 
counting principle.” Business has not al- 
ways had such respect for depreciation 
accounting. This paper has as its goal a 
high-light review of some of the interesting 
changes which have occurred in the de- 
velopment of this accounting concept. 


T: MANY accountants depreciation as 


THE EARLY DAYS 


In 1764, John Smeaton made an entry 


in an expense report for maintaining and 
preserving the canal from Forth to Clyde 
by way of Carron Water: “I suppose in 
20 years time many of the locks will want 
new gates, all of which will gradually fail 
in a few years after. I, therefore, suppose 
them all made at the end of 20 years and, 


therefore, 72 locks at 60 pounds per lock. been placed on the road and that the cost 
.. . 4,320 pounds.’” Depreciation is indeed had been charged to expense. Georgia Rail- 


an old topic about which many words have 
been written. This early example was 
taken from the accounting literature of 
England and indicates that the idea of 
depreciation, or loss in value, was recog- 
nized at the time of the American Revolu- 
tion. [There is apparently little reference to 
any depreciation in American accounting 
prior to 1830. However, with the invention 
of the steam locomotive, there began in 
America a development of companies hav- 
ing large capital requirements. The rela- 
tively large investment in fixed assets 
coupled with the accountability of the 
corporation to its stockholders (a new bu- 
siness concept) caused many of the early 
companies to study depreciation. 

* Perry Mason, ‘‘Illustrations of the Early Treatment 


of Depreciation,” Tue AccouNTING REVIEW, Septem- 
ber, 1933, p. 209. 


DEPRECIATION—THE DEVELOPMENT 
OF AN ACCOUNTING CONCEPT 


P. D. WoopWARD 
Northwestern University 


One of the first clear references to de- 
preciation accounting was in the annual 
report of the Baltimore and Ohio Railroad 
for the year ended September 30, 1835. 
That report explained that income for the 
year was determined “after carrying 
$75,000 to the debit of profit and loss to 
make good deterioration of the railway 
and machinery. .... 

During the years following 1835, there 
was no consistent policy followed by any 
group of companies or even by any one 
company. Apparently, some companies 
made a separate provision for depreciation 
as did the Baltimore and Ohio Railroad, 
while other companies charged replace- 
ment costs to expense in lieu of deprecia- 
tion. In 1850, the Baltimore and Ohio re- 
ported that one first-class locomotive had 


road and Banking Company in its report 
dated May 1, 1850, mentioned the cost of 
rebuilding an engine and stated that this 
income charge was ‘‘considered amply suf- 
ficient to cover all depreciation in the value 
of Engines and Equipment.’” 

As the size of rail systems grew, regula- 
tion also grew. The New York State 
Legislature in the General Railroad Law 
of 1850, prescribed a system of accounting 
to be followed by railroads within the 
jurisdiction of that state, which included 
four depreciation accounts within the 
maintenance grouping. An indication that 
the railroads were coming to recognize de- 
preciation was a comment in the Pennsyl- 
vania Railroad Company report dated 

2 Report of Committee on Depreciation, National Asso- 


ciation of Railroad and Utilities Commissioners (Wash- 
ington, D. C., 1943), p. 8. 
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February 1, 1851, which indicated that the 
company had earned a 6 per cent rate 
“after making proper provision for depre- 
ciation, by the creation of an ample con- 
tingent and renewal fund.” In its report of 
January 31, 1856, the same company dis- 
cussed its depreciation policy and stated 
that rails were being depreciated over a 
ten-year life. Machines, however, were 
charged to expense when replaced. 

In passing, it is well to note that during 
the Civil War, income tax laws were in- 
troduced in 1861 and 1864. No mention 
was made of depreciation in either of these 
laws. 

The idea of depreciation was not clearly 
established by the latter part of the nine- 
teenth century. In 1876, the United 
States Supreme Court* stated, in referring 
to the determination of the profit of a 
merchant, that it was unusual to take into 
account depreciation on a building in 
which a merchant maintained his business. 
In 1878, the United States Supreme 
Court* criticized “the practice of establish- 
ing depreciation reserves through periodic 
charges to operating expense,” and held 
that only the actual expenses of renewals 
could be charged to operating expense. The 
idea as expressed by the Supreme Court 
was apparently the common thinking of 
business leaders, for the Third National 
Convention of Railroad Commissioners in 
1879 adopted a report on uniform accounts 
which included the following instruction: 
‘“‘No expenditure is chargeable for an ac- 
tual increase though unless it is made on 
old work in such a way as to clearly in- 
crease the value of the property over and 
above the cost of renewing the original 
structures.’ Corollary to this idea was the 
thought that if property was properly 
maintained there would be no deprecia- 


* Eyster v. Centennial Finance Board, 94 US 500. 

* US v. Kansas Pacific Railway Company, 99 US 455. 

5 A.C. Littleton, Accounting Evolution to 1900 (New 
York: American Institute Publishing Co., Inc., 1933), 
p. 223. 


tion. An article entitled “Value of Rail. 
road Property” appearing in 1880 stated: 
“In the light of such figures as these— 
there seems to be little basis for depreciat- 
ing railroad property where it is properly 
managed.’ 

However, the consequence of charging 
replacements to expense was beginning to 
cause severe hardships for some companies, 
as in the case of the Indiana, Bloomington 
and Western Railroad. In its annual report 
of 1880, it stated with reference to repairs 
and replacements, “It is evident that the 
expenditure upon the property absolutely 
necessary will absorb the entire surplus 
for that purpose, and prevent any interest 
on income or dividend on stock being paid 
at present.’” 

In 1878, England passed its first income 
tax law, The Customs and Inland Revenue 
Act of 1878, and allowed as a deduction 
depreciation on machines. Depreciation on 
buildings was not permitted. Despite this 
legal recognition, the English courts in 
1880 stated that, “The company can not 
get deduction for deterioration twice over, 
first by deducting the actual expense of 
repair and renewal, another by deducting 
an additional estimate for the same 
thing.’’® And likewise, in 1883, the United 
States Supreme Court® again took the po- 
sition that a deduction for depreciation in 
addition to a deduction for the current 
cost of repairs and replacements would 
not be allowed when determining net in- 
come. 


BUSINESS SOUGHT A MEANS OF LEVELING 
OUT THE CHARGE FOR REPLACEMENTS 


Despite these court rulings, it appears 
that the thinking among the larger com- 


® Commercial and Financial Chronicle, Vol. XXXI, 
No. 785 (July 10, 1880), p. 29. 

7 Commercial and Financial Chronicle, Vol. XXXI1 
(October 9, 1880), p. 380. 

8 V. H. Veley, Depreciation (London: Gee and Com- 
pany, Ltd., 1922), p. 16, quoting from Caledonian Rail- 
way Co. vs. Bank’s 8R89 (1880). 

® Little Miami Railroad, et al. v. US 108 US 277 
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panies was being clarified in the matter of 
a depreciation provision. In 1884, the Bell 
Company sent out its first circular recom- 
mending a system of accounts for local 
licensee companies. This system of ac- 
counts recommended the establishment of 
a depreciation reserve. Depreciation ex- 
pense was regarded as an operating 
expense with a composite rate of 10 per 
cent of plant values being recommended. 
The amount of ‘‘depreciation” was com- 
puted by subtracting the amount charged 
off for improvements from the product of 
10 per cent times the value of the plant and 
equipment account. 

In 1893, the annual report of the Balti- 
more and Ohio Railroad Company noted 
that there was a charge on the income 
statement in the amount of $620,410.32 
for “depreciation of rolling equipment— 
including that put out of service—to June 
30, 1893.”” After this stage in the develop- 
ment of accounting, business leaders 
apparently felt that depreciation was an 
element of cost which should be recognized 
in their financial statements. General 
Electric Company in its annual report of 
1894, disclosed an amount being charged 
to expense for depreciation. In 1898, they 
introduced their first schedule of assets 
together with related depreciation. 

In 1894, the United States Congress, 
seeking additional revenues, passed the 
Wilson Tariff Bill with an income tax 
amendment. This law specifically stated 
that depreciation was not an allowable de- 
duction. However, the income tax portion 
of this bill was later declared unconstitu- 
tional by the United States Supreme 
Court. 

In 1898, the case of Smyth v. Ames, 
which involved the determination of pro- 
per rates for a railroad crossing the State 
of Nebraska, was decided by the Supreme 
Court. The court held that the fair value 
of the property was a determining factor 
in establishing the value for rate purposes, 
but did not clearly pass upon the issues of 


Depreciation 


73 


depreciation, although reference was made 
to reproduction costs less accrued depre- 
ciation. The lack of a clear definition of 
depreciation is probably indicative of the 
confusion surrounding the idea at that 
time. It was not established whether de- 
preciation was an expense in determining 
income, or a distribution of income. The 
Iowa Supreme Court in 1902, held that 
depreciation was a deductible expense in 
determining income, but in the following 
year the same court declared that depreci- 
ation was not an allowable deduction in 
the following words: “To hold otherwise 
is to say that the public must not only pay 
the reasonable and fair value of the serv- 
ices rendered, but must, in addition, pay 
the company the full value of its works 
every 40 years—the average period esti- 
mated by plaintiff—for all time to come.” 

Again in 1903, the Supreme Court’? 
disallowed depreciation as a deductible 
expense, despite its early rulings in Smyth 
v. Ames. 

Business leaders apparently were sure of 
the necessity for providing for depreciation 
by this time. United States Steel Com- 
pany, which was formed in 1902, immedi- 
ately adopted a policy of providing 
depreciation as a percentage of its gross 
revenues. The year 1909 saw the culmina- 
tion of the acceptance of the idea of depre- 
ciation as a cost of doing business. On 
January 4, 1909, the United States Su- 
preme Court handed down its decision in 
Knoxville v. Knoxville Water Company” 
in which the court ruled on the question of 
whether consumers must pay currently in 
their rates an amount for the wasting 
value of the utility’s property: “A water 
plant ... begins to depreciate in value 
from the moment of its use. Before coming 
to the question of profit at all the company 
is entitled to earn a sufficient sum annually 


aan San Diego Land and Town Co. v. Jasper 189 US 
212 US 1. 
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to provide not only for current repairs but 
for making good the depreciation and re- 
placing the parts of the property when 
they come to the end of their life... . . 

Despite the clear language used by the 
Court in this decision, many scholars be- 
lieve that the Court had reference only to 
an element now known as deferred main- 
tenance. They point to a decision which 
was handed down the same day by the 
Supreme Court ™ in which the Court ad- 
cepted a Master’s report which allowed no 
depreciation but rather allowed deferred 
maintenance to the extent of 2 per cent of 
plant even though the testimony indicated 
that the plant had experienced accrued 
depreciation of at least 15 per cent. Appar- 
ently these two Supreme Court decisions 
did not clarify the situation immediately, 
since the Iowa Supreme Court later in 
1909 ruled that depreciation was not an 
allowable expense. 

The Payne-Aldrich Act, passed the lat- 
ter part of 1909, included a corporation ex- 
cise tax, the true nature of which was a tax 
upon the net income of corporations. De- 
preciation was included as an allowable 
deduction as a part of this law and later 
the Revenue Act of 1913, likewise, author- 
ized a deduction for depreciation. 

In June of 1913, the United States Su- 
preme Court" definitely ruled that depre- 
ciation must be taken into consideration 
with the following: “‘It is also to be noted 
that the depreciation in question is not 
that which has been overcome by repairs 
and replacements, but is the actual exist- 
ing depreciation in the plant as compared 
with the new one.” This case followed the 
general reasoning stated in the Knoxville 
Water Company case, and coupled with 
the influence of the 1913 income tax legis- 
lation, firmly established acceptance of the 
idea that depreciation is an expense to be 
deducted in arriving at net income. 


12 Willcox v. Consolidated Gas Company 212 US 19. 
18 Minnesota Rate Cases, 230 US 325. 


THE DEVELOPMENT OF THE IDEA 


Following the general acceptance of the 
concept of depreciation at the turn of the 
century, the idea started to be refined, 
Causes of depreciation, methods of calcu. 
lation, and reasonableness occupied the 
attention of those concerned with net in. 
come determination. 

Under an act of Congress passed in 1913, 
the Interstate Commerce Commission was 
instructed to make a valuation of all rail- 
roads. The Instructions which the Com- 
mission issued to its valuation engineers 
were to establish as depreciation, reserves 
sufficient to cover retirements which would 
occur in the near future only. There were 
businessmen in that day, however, who 
argued that a straight-line age-life method 
of calculation was the best method. In 
1914 and 1915, the topic of straight-line 
age-life depreciation versus retirement 
provisions was heatedly debated, with 
railroad accountants leading the way for 
the retirement philosophy. 

Under the impetus of increased income 
tax rates due to World War I, the interest 
in depreciation calculation increased. The 
first edition of Bulletin F issued by the 
Bureau of Internal Revenue in August 31, 
1920, advocated straight-line age-life 
method. The Federal Power Commission, 
which was given jurisdiction over licensees 
of Federal Water projects in 1920, required 
such licensees to calculate depreciation on 
their books in accordance with the 
straight-line method. Based in part upon 
the growing importance of depreciation, 
the first attempt to standardize deprecia- 
tion methods among public utility com- 
panies was made in 1922 when the 
National Association of Railroad and 
Utilities Commissioners met in conference 
for the specific purpose of setting up in- 
dustry standards. This conference failed 
to agree on the method of calculation for 
depreciation. 

Between the years 1913 and 1931, most 
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businesses evolved a systematic policy 
with regard to provision for depreciation. 
The utility companies tended to follow the 
retirement method in determining the 
amount of depreciation, whereas commer- 
cial companies tended to follow the per 
cent of revenue method. Luther R. Nash, 
writing with reference to this period 
states: “Foremost among these standards 
was the ratio of appropriations to reve- 
nues. Ten percent was regarded as a fair 
standard for normal properties.”’ Some 
companies followed the straight-line age- 
life method. 

Generally, after the stock market crash 
of 1929, the straight-line age-life method 
became the standard, The Congress, meet- 
ing in the spring of 1933, was faced with 
raising additional revenues, and both 
houses of Congress seriously considered a 
25 per cent cut in depreciation rates as a 
means of providing additional revenues. 
The Secretary of the Treasury was opposed 
to this reduction and succeeded in per- 
suading the Congress to allow the Bureau 
of Internal Revenue to make a review of 
the entire subject. In February 28, 1934, 
the Bureau published its Treasury Deci- 
sion No. 4422, which outlined its decision 
that allowable depreciation would be based 
on the estimated service lives determined 
by the Bureau and that the burden of proof 
in cases of dispute would be upon the tax- 
payer. 

The Bureau of Internal Revenue im- 
mediately began an intensive review of 
depreciation deductions. Service life 
studies were made, and based in part on 
the fact that many companies had retained 
their assets (due to the financial problems 
of the depression), the estimated service 
lives of their assets were generally length- 
ened. This policy of reducing depreciation 
allowances was steadfastly followed until 


_ “Luther R. Nash, Anatomy of Depreciation (Wash- 
ington, D.C.: Public Utilities Reports, Inc., 1947), p. 9. 
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the start of World War II. The first change 
in this policy came with the Revenue Act 
of 1943, which authorized certain acceler- 
ated depreciation deductions as a spur to 
construction and operation of war-time 
facilities. The tax relief afforded by accel- 
erated depreciation was continued and 
expanded following the close of World 
War II. 

With the inflation of the dollar which 
took place during the period 1946 to 1952, 
the straight-line age-life method came under 
serious criticism by the managements of 
some companies who felt that the charges 
to income in these years was inadequate. 
Although the Bureau still continued on the 
basis of the policies originally laid down in 
its 1934 Treasury decision, pressure in- 
creased in the Congress for liberalization 
of depreciation deductions. Finally, the 
Revenue Act of 1954 was passed which 
allowed the calculation of depreciation at 
a higher rate in the early years of use than 
in the later years. 

Other facets in the determination of 
depreciation have likewise developed 
since the Knoxville Water Company case 
in 1909. Obsolescence was excluded as a 
cause of depreciation in the Revenue Act 
of 1916, but was reinstated in 1918. The 
funding of the depreciation reserve was 
advocated during World War I, and a 
Treasury Decision No. 2137 issued in 1920, 
stated that funds accumulated through the 
depreciation provisions could not be used 
for any purpose except making good the 
loss sustained through depreciation and 
that “the investment of depreciation re- 
serve funds in the concern’s own plant in 
the way of additions and extensions would 
appear to be such diversion.” This idea 
has since passed from general acceptance. 

The current problem of significant pro- 
portion relates to the value to be depreci- 
ated. The Smyth v. Ames decision of 
1898 determined that fair value was the 
proper depreciation base. Since that time 
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the use of original cost, reproduction value, 
original cost adjusted for price level 
change, and others have been advanced 
because of varying pressures and circum- 
stances. Our development of this account- 
ing concept is still actively advancing. 

The idea of depreciation has indeed de- 


veloped over the years. The many hours 
and words that have been directed to this 
subject have produced an accounting con. 
cept that serves business well, and stil] 
new refinements are actively debated each 
year. Accounting is a changing art. 
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AN EXPERIMENT IN EDUCATION 


ARCHIBALD F. WAGNER 
Partner, Haskins & Sells 


WHITE 
Professor, University of Texas 


Introduction (John Arch White) 


In January of last year the Department 
of Accounting of The University of Texas 
sent a letter to each of the larger national 
public accounting firms outlining a prob- 
lem and a request. Excerpts from that 
letter indicate the nature of the problem 
and the help sought: 


“For some years there has been a growing 
recognition by both educators and the profession 
of accountancy that one of the major problems in 
accountancy education is the difficulty of keeping 
the teaching staff abreast of the practical prob- 
lems in the field. Generally, practical experience 
is one of the requirements before a permanent 
teaching appointment is secured. Of necessity 
this experience can be only for a few years and 
needs to be reviewed from time to time. In addi- 
tion, many universities have had the experience 
of sending out promising young men to secure 
needed practical experience with the expectation 
that they would return to their teaching assign- 
ment. Almost without fail this expectation has 
not materialized, because by the time the young 
man has received adequate experience his value 
to the profession is such that the university is 
unable to compensate him sufficiently to secure 
his return to the classroom. 

“The American Institute of Accountants has 
recognized this need in education and has begun 
to set up faculty residences or internships so that 
faculty men, in very limited numbers, may secure 
six months to a year’s valuable experience in the 
offices of a public accounting firm. This is a fine 
step in the right direction but, it is believed, will 
operate very slowly and will not meet the needs 
of education fast enough. 

“Therefore, we are seeking your help in our 
attempt to bring a breath of current experience 
to our classrooms. A special teaching position 
has been created for a visiting specialist from 
public accounting or from industry. It is hoped 
that this position can be filled on a rotating basis 
with a man of broad experience from public ac- 
counting or industrial firms. This visiting spe- 


cialist would then share his wealth of experience 
with both teaching staff and graduate students.” 


As a result of this appeal Mr. A. F. Wag- 
ner, partner from the Pittsburgh office of 
Haskins & Sells, spent the fall semester of 
the 1954-1955 school year with us. We 
have asked this first “‘visiting specialist” 
to write a frank report on this experiment. 
This report follows, together with a brief 
appraisal of this first experiment by our 
faculty. 


The Visiting Instructor’s Viewpoint (Arch- 
ibald F. Wagner) 


This article results from suggestions by 
members of the faculty that I summarize 
some of the views expressed orally during 
the latter part of the experimental semes- 
ter. In addition, I have injected a few 
ideas as to the feasibility of continuing the 
experiment and the possible use of similar 
plans by other universities and colleges. 


Teaching Load 


There seems to be general agreement 
that nine hours of classes per week were 
too many for a person who has not recently 
been teaching, and that six hours per week 
would be about right. My concurrence in 
this view is based upon finding that it was 
necessary personally to grade all quizzes 
and examinations and review the grading 
of some of the problems in order to learn 
where there were deficiencies among the 
students or in teaching methods. 

It would be helpful for future visiting 
lecturers if they were not asked to teach 
undergraduate courses for which new texts 
were recently adopted and also if they 
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were furnished class outlines showing just 
what is to be covered at each session (in- 
cluding problems) and which sessions are 
to be set aside for reviews, quizzes, etc. 
This is not intended to imply that sched- 
ules and assignment of problems should be 
inflexible, but such outlines would assist 
the non-professional instructor in deciding 
what must be covered in order to prepare 
students for future courses. 


Practical Accounting Seminar 


The enrollment in this class was eighteen 
graduate students, and early in the course 
members of the faculty sat in for a few 
sessions. In addition two local C.P.A.’s 
enrolled as visitors but did not continue 
because of the demands of their own prac- 
tices. 

The first session of the seminar was de- 
voted to discussions of the purposes of the 
course, the type of participation by stu- 
dents, the instructor’s background, and 
the detailed outline of subjects to be 
covered. A condensation of this outline 
follows: 


1. Organization of a public accounting office, 
including various internal forms used by a 
large firm. 

2. Methods of maintaining consistency of 
practice by means of text books, manuals, 
and standard forms. 

3. Practices in verifying inventories. 

4. Unusual accounting and auditing problems 

encountered in various types of businesses. 

. Development of Bulletins of Committees 
of The American Institute of Accountants 
on Accounting and Auditing Procedure. 

6. Securities and Exchange Commission pro- 
cedures, including the details of preparing 
a registration statement and prospectus and 
relationship with listing requirements of 
stock exchanges. 

. Professional ethics. 

8. Membership in professional societies. 

9. Various types of reports—Long-form, spe- 
cial purpose, and cash-basis statements; 
and for individuals, sole proprietorships 
and partnerships. 

10. Reliance on work of other accountants, 

particularly in relation to the first audit of 
accounts previously audited by others. 


wn 


11. Organization of an accounting staff for tax 
and system work, also cooperation with 
lawyers on tax work. 

12. Student reviews of published reports, in- 
cluding conclusions as to whether each 
report as a whole gave adequate informa- 
tion from which to evaluate the perform- 
ance of the management. 


Based upon appraisals of the course 
furnished by the students at the end of the 
semester, conversations with members of 
the faculty, and my experience, I believe 
the following changes should be made if 
the course is repeated in substantially the 
same form: 


1. Enrollment should be limited to not more 
than twelve graduate students, as this is 
probably the largest number with which 
complete informality can be achieved and 
an adequate work-load be assigned to each 
student. 

2. Special emphasis should be placed on the 
organization of a public accounting office, 
particularly a small office. This would in- 
clude assignment of work, review and typ- 
ing of reports, office bookkeeping, etc. 

3. The development of Bulletins of Commit- 
tees, of the American Institute of Account- 
ants should be eliminated, as most stu- 
dents cover these in other courses. 

4. Emphasis in the discussions of the Se- 
curities and Exchange Commission should 
be shifted from its rules and procedures to 
reviewing cases before the Commission, 
using as case material Accounting Re- 
leases of the Commission and the instruc- 
tor’s experience dealing with the Com- 
mission’s staff. 

5. Members of the first class indicated they 
would have liked expanded discussions of 
accountant’s liability, the observance of 
codes of professional ethics, and benefits of 
membership in professional societies. 

6. In addition to discussions of the staff train- 
ing programs of large accounting firms, 
some time should be devoted to what a 
C.P.A. normally expects from a college 
graduate when first entering public ac- 
counting. 

7. Three sessions were devoted to reviewing 
published reports, and it appears that all 
of this time was not needed in order for the 
class to obtain a broad view of what con- 
stitutes good and poor reporting. 

8. Arrangements should be made at the 
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start of the course so that each member of 
class who has a subject assigned for dis- 
cussion will submit at class time a mimeo- 
graphed outline of his discussion; thus each 
member of the class may have one for 
use in discussion and for his notebook. 

9. Discussion of personal aspects of account- 
ing work could be expanded with benefit. 
By this I mean personal conduct on and 
off the job and dealings with associates 
and with employees and officers of clients, 
particularly how to handle recommenda- 
tions for changes in clients’ accounting 
practices and financial statements. 

10. Apparently the most benefits to the stu- 
dents came from the subjects for which 
actual cases were used to illustrate points. 
In retrospect, it appears I could have 
worked up additional cases from my own 
experience, particularly on inventory prob- 
lems, special industries, and unusual situ- 
ations met in accounting and auditing 
practice. This may be difficult to do ahead 
of time, as many of my own experiences 
did not come to mind when the course was 
prepared and did not appear to be particu- 
larly pertinent until their significance was 
indicated by questions raised by members 
of the class. 

11. Many students felt that the presence of 
regular faculty members tended to increase 
student reticence. I was not conscious of 
this, but looking back over the semester I 
feel that the students’ conclusions are 
probably correct. 

12. The class was conducted once a week in 
three hour sessions. I believe it would have 
been more satisfactory both from the stu- 
dents’ standpoint and mine if we had met 
twice a week for ninety minute sessions. 


Undergraduate Courses 


The two undergraduate courses taught 
were a second semester class in intermedi- 
ate accounting and the first semester of a 
two-semester course in auditing. From the 
viewpoint of a visiting instructor the most 
unusual aspect of these classes was the 
length of time (about three to four weeks) 
it took me to realize that some phraseology 
I used in discussions and questions was 
above the heads of several students. A 
similar difficulty seems likely to arise for 
anyone who has for many years been en- 
gaged in practical accounting work and 


consequently dropped from his vocabulary 
many terms used in texts on accounting 
theory. This leads to the conclusion that an 
accountant without teaching experience 
would find it more difficult to teach 
courses mainly concerned with theory than 
advanced courses in which the emphasis is 
on the practical application of principles. 

Near the end of the semester members 
of the faculty asked me if I had any answer 
to the old question frequently posed by 
professional accountants: “Why don’t you 
teach courses such as auditing and systems 
so the students will obtain a practical and 
usable grasp of the subjects?” My brief 
answer was that turning out finished audi- 
tors or “systems experts” is practically 
impossible, for reasons I shall attempt to 
summarize. 

In my opinion the basic difficulty in 
teaching courses such as auditing and sys- 
tems is that the students are unprepared 
unless they have had considerable experi- 
ence working with actual books, vouchers, 
invoices, checks, etc. The teaching of such 
courses could be improved by operating 
on a quarter instead of a semester system 
and requiring all accounting majors to 
spend two quarters away from the campus 
in actual bookkeeping or accounting work. 
Under the semester system somewhat the 
same result could be obtained by having 
accounting majors leave school for one 
semester between the junior and senior 
years to engage in practical work. It may 
be interesting to recount that I ended the 
last session of the auditing class by saying 
approximately, “You cannot possibly 
have learned enough from this semester to 
start out making good audits. However, if 
you have a faint glimmer of the idea that 
the auditing process consists principally of 
examining evidence and deciding what 
evidence is reliable, and if you have a 
slight conception of how to prepare work- 
ing paper which summarize the evidence 
you examined, then I feel the semester 
was worthwhile.” 
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Experience in training staff men in a 
public accounting office leads to the con- 
clusion that on-the-job training is more 
effective than either organized staff train- 
ing sessions or self-improvement courses 
taken by members of the staff. From this 
background, supplemented by the short 
teaching experience, I believe that if I 
were engaged regularly in teaching audit- 
ing and were asked by professional account- 
ants why graduates had not grasped the 
practical aspects of the subject, part of my 
response would include remarks about as 
follows: “‘As long as you employ graduates 
of this college, or probably any other, you 
had better conduct a staff training pro- 
gram and also plan field work so that part 
of it becomes on-the-job training of new 
staff members.” 


Suggestions for the Future 


A few ideas as to the future of the exper- 
iment have been outlined in the foregoing. 
I shall give some additional suggestions 
which might be helpful for another prac- 
ticing accountant who undertakes a similar 
assignment. Many years ago I had some 
teaching experience in another university 
so most of the comments do not arise from 
the experimental semester but from trying 
to put myself in the position of a person 
without college teaching experience. 

I believe it would be helpful if the 
“visiting lecturer” were given briefing ses- 
sions on the following: 


1. The various University catalogues and 
regulations needed, what information will 
be applicable, and where to find it. 

2. The setup of class books for recording 
grades and absences and the use of seating 
charts as a means of learning students’ 
names and avoiding roll call. 

3. The furnishing of absence reports and mid- 
semester, pregraduation, and athletic 
department reports on grades. 

4. Methods of grading’ problems, quizzes, 
examinations, etc., and the University’s 
basis for grading as expressed in percent- 
ages. 

5. The desirability of discussing and review- 


10. 


. The use of unannounced 


ing with classes such deficiencies as show 
up in problems and quizzes. 


. A comparison of the discussion type of 


class session with the lecture type and also 
means of stimulating class discussions by 
the introverts, which many of the good 
students of accounting seem to be. 


. The desirability of personally reading and 


grading quizzes and examinations and 
sometimes “curving” the results of grading. 


. A description of some of the devices 


classes may use to try to obtain postpone- 
ment of dates for turning in problems or 
taking quizzes. 

ten-minute 
quizzes as a means of keeping students up- 
to-date on outside reading. 

What details are handled personally by 
members of the regular faculty and what 
they delegate to graders or the Depart- 
mental Secretary (this would be particu- 
larly important for a visitor who has for 
many years been engaged almost ex- 
clusively in supervisory work). 

What facilities are available for duplicat- 
ing special problems, quizzes, and exami- 
nations, also using visual aids, and the rela- 
tive departmental cost of such facilities. 


. The Department’s practice with respect to 


returning or retaining graded problems, 
quizzes, and examination. 


. The means of obtaining admission to re- 


stricted parking areas on the campus. 


. The advantages of the University’s blanket 


tax to cover admission to athletic and 
cultural events, also the desirability of 
applying for football tickets during the 
summer. 


If the first practical accounting seminar 
was sufficiently worth-while to warrant a 
similar course each year conducted by a 
different visitor, it seems to me the course 
might be made even more useful by having 
the visiting instructor conduct that class 
only. This would have a bad effect on the 
statistic known as “teaching load,” but 
it might be possible to avoid such a result 
by inducing some company or companies 
to endow a chair for the visitor in such a 
manner that the seminar would not enter 
into the computation of departmental 
“teaching load.” Possibly this is too ideal- 
istic and looks too far into the future, but 
it may be worthy of consideration. 
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The experimental semester leads me to 
feel that practical accounting experience 
might be injected into some regular under- 
graduate and graduate courses if colleges 
could induce retired public accountants to 
join the faculties on a less than “full load” 
basis, say six hours per week. It would of 
course be necessary to find retired account- 
ants who have had wide experience, who 
like and have a deep interest in young 
people, who are in reasonably good health, 
and who would be stimulated by the non- 
financial rewards which come to educators. 


Rewards to the Visiting Instructor 

The principal reward to a visiting in- 
structor appears to be observing improve- 
ment in the work of students, some being 
induced by harsh tactics and others by 
words of encouragement. Office confer- 
ences with students took more time than 
anticipated but were usually interesting 
and pleasant. Probably the most satisfying 
aspects of the work were observing reti- 
cent students shed their shyness and take 
an active part in discussions and finding 
that some of the good final examinations 
were written by students who early in the 
courses appeared likely to fail or barely 
make passing grades. 

It would not be proper to end my por- 
tion of this article without saying a few 
words about other benefits which can come 
to a visiting instructor. Mrs. Wagner and 
I did not set up housekeeping for the one- 
semester assignment, so she enrolled as a 
visitor in three college courses, a plan we 
recommend under similar circumstances. 
We have always understood that life in a 
campus community was most interesting 
and stimulating, and the semester at The 
University of Texas more than confirmed 
all the favorable advance reports. The 
cultural events were far more numerous 
than we could attend. Most of all we en- 
joyed the association with the members of 
the faculty and their wives. We were made 
to feel at home as soon as we arrived and 
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that feeling continued during the entire 
semester. 


Faculty Conclusions (John Arch White) 


In an attempt to appraise this experi- 
ment in education, our faculty came to the 
following conclusions: 

1. This experiment was successful be- 
yond our expectations. 

2. We believe that we were particu- 
larly fortunate to secure the man we did to 
fill the first of these positions. Mr. Wagner 
not only had the broad background of ex- 
perience we sought, but cheerfully and ably 
slipped into his new role as university 
teacher. We are now less fearful of asking a 
man who has spent his life in business to 
step into advanced classes and lead gradu- 
ate students towards worthwhile goals. 

3. The greatest contribution made by 
Mr. Wagner was in his practical account- 
ing seminar and in the innumerable con- 
ferences he held with students. He was able 
to draw from experience practical illustra- 
tions which enlivened the discussions. 

4. The staff also profited from many 
conferences with Mr. Wagner. In original 
plans, we had expected most of the staff to 
attend the seminar discussions. Staff at- 
tendance had to be abandoned because of 
the large enrollment in the seminar. 

5. We fully recognize the sacrifice which 
a man of Mr. Wagner’s stature must make 
to undertake an assignment like this. 
Nevertheless, this is a very practical way 
by which industry and the accounting 
profession can make a contribution to ac- 
counting education. 

6. Next fall we plan to continue with 
this program. However, the arrangement 
this time is to have one regular staff man 
in charge of the practical accounting 
seminar, but with eight visiting lecturers 
to assist in bringing the background of 
valuable experience to the discussion 
group. In another year we may want to 
return to a single specialist if we are able to 
entice the proper man to fill the place. 


APPLICABILITY OF STATISTICAL SAM. 


PLING TECHNIQUES TO THE CON. 
FIRMATION OF ACCOUNTS 
RECEIVABLE 


Joun NETER 
Associate Professor, University of Minnesota 


HE purpose of this study was to in- 
vestigate the applicability of statis- 
tical sampling techniques to the con- 
firmation of accounts receivable. The 
confirmations of accounts receivable by a 
firm of independent auditors in three 
companies—two industrial ones and a 
public utility—were investigated. These 
companies were chosen to provide a variety 
of situations as to type of business, prob- 
lems encountered in confirmations, etc. 
Nevertheless, three companies constitute 
a very small sample, and this fact must be 
borne in mind in evaluating the findings. 
The study was confined to the sampling 
problems involved in confirmations, once 
it had been decided to obtain some con- 
firmations of accounts receivable of a given 
organization by a particular type of re- 
quest. It did not attempt to relate the work 
done by confirmations of accounts re- 
ceivable to other audit work dealing in 
part also with accounts receivable; neither 
did it attempt to evaluate the extent of 
reliance by the independent auditors upon 
the work of the internal auditors, nor to 
study the effectiveness with which con- 
firmations of accounts receivable disclose 
the types of information which the auditor 
desires. 

A final caution concerning the scope of 
this study deals with gaps in information 
which were occasionally encountered in 
the material available for investigation. 
These gaps, together with the fact that 
only three companies were studied, make 
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it imperative to regard some of the findings 
—especially those dealing with sample 
sizes—as tentative ones. 


PURPOSES OF CONFIRMATION OF 
ACCOUNTS RECEIVABLE 


The study of the three companies dis- 
closed some variation in the stated pur- 
poses of the confirmation of accounts re- 
ceivable by the independent auditors. In 
each instance, primary stress was placed 
on the use of confirmations for purposes of 
evaluating the effectiveness of internal 
controls and procedures. In the two in- 
dustrial companies, great stress was also 
placed on the use of confirmations for pur- 
poses of evaluating the integrity of the 
account balances. 

These two purposes, to be sure, are 
closely interrelated. An effective internal 
control system should provide for the in- 
tegrity of account balances. In any event, 
the confirmation of accounts receivable 
was considered as only one part of the 
audit work dealing with the effectiveness 
of internal control over transactions which 
appear in accounts receivable and with the 
integrity of the account balances. 


IMPLICATIONS OF THE USE OF SAMPLING 
IN CONFIRMATION WORK 


The auditor generally does not confirm 
each and every account receivable. If he 
did, there would be no statistical problem. 
It is only because the auditor usually 
selects a sample of accounts receivable that 
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a statistical problem arises. This fact can- 
not be stressed enough. The desirability of 
confirmations, the types of information 
which can be obtained from the confirma- 
tions, the uses which are to be made of this 
information—all of these are auditing and 
not statistical problems. A statistical prob- 
lem arises only because the auditor must 
generalize on the basis of his sample of 
accounts receivable as to certain charac- 
teristics of all accounts receivable or of the 
accounting process in which he is inter- 
ested. In other words, the auditor wishes 
to obtain a more or less precise picture as to 
certain characteristics of all accounts re- 
ceivable or of the accounting process as 
revealed by confirmations, but for this 
purpose a sample of accounts usually 
suffices. 

There are several important implica- 
tions in the use of sampling by the auditor. 
In the first place, the auditor’s purpose in 
using confirmations of a sample of ac- 
counts cannot be to make all adjustments 
in the accounts which are necessary. That 
could be done only by a complete examina- 
tion, not on the basis of a sample. In the 
second place, it cannot be the purpose of 
an auditor in confirming a sample of ac- 
count balances solely to reconcile and 
make adjustments where necessary in 
those accounts which happen to fall into 
the sample. If that were the purpose, the 
auditor would be ignoring completely all 
accounts not in the sample. Rather, a 
sample of accounts is confirmed to provide 
the auditor with a picture of certain char- 
acteristics of all accounts or of the account- 
ing process, as revealed by confirmations, 

When this picture is obtained only from 
a sample of accounts receivable, risks exist 
that the sample will convey an erroneous 
picture. These risks cannot be avoided as 
long as sampling is employed. It is pre- 
cisely here that statistical sampling tech- 
hiques can be useful. They permit an 
evaluation of the preciseness of the results 
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of a statistical sample, and even allow 
initial planning of sample size so that the 
sample will provide results with sufficient 
preciseness. 

There is no doubt that the problem of 
what constitutes adequate sample size is 
still plaguing the auditor. Sometimes, it 
may be thought that a sample is of ade- 
quate size because it contains no “differ- 
ences’”—in other words, it is then sup- 
posed to assure the auditor that, say, the 
accounts receivable must be in a satisfac- 
tory state. This view, however, is not de- 
fensible. For instance, if the sample were 
to consist of, say, two accounts and both 
of these were to be confirmed satisfac- 
torily, the sample would clearly not pro- 
vide a reliable picture as to the state of all 
accounts. Similarly, a sample of 100 ac- 
counts may disclose no differences, but 
that fact in itself does not provide any 
assurances that all accounts receivable 
will be in a similar satisfactory state. The 
adequacy of sample size cannot be ap- 
proached or defended in this manner. 

Another misconception sometimes ex- 
ists as to the adequacy of the size of a 
sample. It is believed that a given number 
of accounts receivable will be an adequate 
sample for the confirmation of accounts 
receivable in any particular case. The fact 
is, however, that the adequacy of the size 
of a sample depends upon the type of in- 
formation which is desired. A sample of 
given size may be adequate for one pur- 
pose, but not for another. For instance, a 
sample of, say, 100 auditors may be ade- 
quate if one wishes to estimate the per cent 
of auditors who are C.P.A.’s, but it may be 
inadequate if one wishes to estimate the 
per cent of auditors who graduated from 
various universities. It is for this reason 
that it is so important to formulate pre- 
cisely the types of information which the 
auditor seeks from his confirmations. That 
subject will be discussed in the next 
section. 
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Before leaving the implications of sam- 
pling, however, one other important point 
should be considered. This deals with 
generalizing on the basis of sample results. 
On the basis of a sample, one can only 
estimate what would have been obtained 
if a 100 per cent examination had been 
made. For instance, on the basis of a 
sample of freight bills, one may estimate 
the per cent of freight bills made out for 
incorrect amounts which would have been 
obtained if a 100 per cent examination of 
all freight bills had been conducted. Simi- 
larly, the confirmation of a sample of 
accounts receivable only permits one to 
estimate what would have been obtained 
if all accounts had been confirmed. If, for 
instance, the customers fail to do the 
necessary checking to furnish reliable in- 
formation in response to a confirmation 
request, the confirmation work will not be 
fully effective, regardless of whether a 100 
per cent or a sample examination is made. 
To illustrate this point further, a sample 
of meter cards can be used to determine 
whether meters exist for each meter card, 
but not generally to determine whether 
meter cards exist for each meter. This 
problem is present whether a sample of 
meter cards or a 100 per cent examination 
is made. Thus, it should be clear that the 
basic confirmation problems, such as the 
effectiveness of confirmations, are auditing 
ones. Statistics enters into the picture only 
because an incomplete examination of ac- 
counts receivable is usually made. 


TWO FORMULATIONS FOR INFORMATION 
DERIVED FROM CONFIRMATIONS 


In order that statistical sampling tech- 
niques can be used in the confirmation of 
accounts receivable, the results from the 
confirmation work must be measured 
quantitatively. The adequacy of the sam- 
ple size depends then, among other things, 
upon the particular measure or measures 
for which information is desired. It is at 


this point that the greatest difficulties in 
this study were encountered. Essentially, 
the formulation of these measures is an 
auditing problem. In the past, however, 
auditors have not generally expressed the 
results of confirmation work in quantita- 
tive measures. As a consequence, a great 
deal of time was spent in discussions with 
many staff members of the firm of inde- 
pendent auditors in order to arrive at some 
formulations which will be meaningful to 
the work of the auditor. Two formulations 
have been developed and studied. It is 
anticipated that only one of these would 
be used in some instances; in other cases, 
both would be employed simultaneously, 


Per cent of book balance confirmed 


The first proposed measure is designed 
to provide information on the integrity of 
the account balances. The actual dollar 
amounts and dollar differences involved 
are important here, while the implications 
as to the functioning of internal control 
and procedures are not directly stressed. 
“The per cent of book balance confirmed” 
is intended as such a measure of the in- 
tegrity of the account balances. This 
measure, as applied to all accounts re- 
ceivable, indicates the per cent of the total 
book balance which would be confirmed if 
confirmations were to be obtained from all 
accounts. This per cent, then, is to be 
estimated by confirming a sample of ac- 
counts receivable. 

A major problem with the use of this 
measure is the development of a meaning- 
ful definition of the amount of book bal- 
ance which is confirmed in a given instance. 
Since the purpose of confirmations is not 
to restate accounts to the “correct” bal- 
ances if cut-off’s were made precisely, 
differences reported which are due to 
transactions in transit within the orderly 
accounting procedures of the company 
should not be considered as lack of con- 
firmation. Thus, as a general principle it 
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might be stated that a difference between 
the book and confirmed balance exists 
when it is not due to an item being in a 
routine transit status. The precise condi- 
tions when a book balance is not fully 
confirmed must be spelled out in each case 
because of differences in the nature of the 
company, products, etc. 

To illustrate the above discussion, the 
following might represent a typical appli- 
cation of the development of this measure: 
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100 per cent, the auditor would be satisfied 
as to the integrity of the account balances 
insofar as confirmation procedures are 
concerned. What is reasonably close to 100 
per cent probably depends on the particu- 
lar circumstances, such as the nature of 
the business and the types of products sold. 
The use of this measure of the integrity of 
the account balances would permit com- 
parisons from year to year and also be- 
tween companies of similar nature, which 


Book Remarks Amount 

balance confirmed 

1. $ 800 Fully confirmed. $ 300 

2. 250 Customer states he owes $200. $50 paid two days subsequent to confirmation date. 250 

3 400 Customer disputes $60 item; not resolved by audit termination. 340 

4 2,000 Fully confirmed. 2,000 

5 600 Customer states he returned $200 of merchandise two days prior to confirmation date. 600 
Item picked up on company books in routine time. 

6 100 Customer claims he returned this merchandise six months ago. Company has no record 0 

of return. 

7 50 Customer claims pricing error; should be $45, and he is correct. 45 
8 800 Customer claims $20 item should have been charged to another account. Unless the 780 
$20 item is verified for the other account, only $780 can be considered confirmed. 

9, 10,000 Fully confirmed. 10,000 
10. 1,500 Customer states that this balance has been paid one day prior to confirmation date, 1,500 
but recording in company records not made until three weeks later. Unusually long 
time for recording of cash payment, but from point of integrity of account balance, 

$1,500 is considered fully confirmed. 
$16,500 $16,315 


Thus, in this instance an examination of 
the 10 accounts indicates that about 99 per 
cent of the book balance is confirmed. 

It should be noted that the measure of 
the per cent of book balance confirmed is 
not intended as a basis for setting up re- 
serves for bad debts or for similar valua- 
tion purposes, as this would not be reason- 
able. For instance, differences which are 
due to disputes may eventually be settled 
in the company’s favor. Rather, the per 
cent of the book balance confirmed is in- 
tended as an approximate measure of the 
integrity of the account balances. As long 
as this percentage is reasonably close to 


could be of substantial help to the auditor 
in evaluating the performance of the 
company which is being audited. 


Per cent of accounts requiring investigation 


The second measure proposed is de- 
signed to provide information on the effec- 
tiveness of the internal control system and 
procedures of the company. For this 
purpose, actual dollar amounts are not 
directly relevant. For instance, an unusual 
delay in the recording of a cash payment is 
of significance by itself for purposes of 
evaluating internal control and procedures, 
and the amount involved in this particular 
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case would probably not be as significant. 
“The per cent of accounts requiring in- 
vestigation” is intended as a measure of 
the effectiveness of a company’s internal 
controls and procedures as_ reflected 
through confirmations of accounts re- 
ceivable. This measure, as applied to all 
accounts receivable, indicates the per cent 
of accounts which would disclose evidence 
of imperfect functioning of internal control 
or procedures if all accounts receivable 
were confirmed. This per cent, then, is to 
be estimated by confirming a sample of 
accounts receivable. 

A major problem in using this measure 
is to define when a confirmation of an ac- 
count indicates evidence of imperfect func- 
tioning of internal control or of procedures. 
The specific formulation of this definition 
will probably depend on each particular 
case because of differences in the nature 
of the business, kinds of products, etc. In 
principle, however, an account would be 
considered as requiring investigation if a 
difference exists between the book and 
confirmed balance which is not due to the 
item being in a routine transit status, or if 
some other evidence is disclosed which 
indicates that company procedures did not 
operate as they should. Thus, all the ac- 
counts which are to be considered as con- 
taining differences for the previous meas- 
ure would also be considered here to re- 
quire investigation. For instance, disputes 
at the time of audit would be included 
because this type of situation, if present in 
substantial numbers, may be indicative of 
some internal weaknesses in control. In 
addition, however, accounts are considered 
as requiring investigation if the confirma- 
tion discloses evidence of imperfect func- 
tioning of internal control or procedures 
which do not affect the dollar balances. 
For example, a confirmation may disclose 
that A. Smith instead of B. Smith should 
have been charged $20, and subsequent 
verification indicates the correctness of 
this. While this error does not affect the 


total balance of accounts receivable, never. 
theless the account would be considered 
to require investigation because this error, 
if present in substantial numbers, would 
indicate sloppy work which could be car- 
ried over into other matters also. Similarly, 
if a confirmation discloses an unusual 
delay in the recording of a cash payment or 
of a merchandise return, the account would 
be considered as requiring investigation 
even though there is no question of the 
integrity of the dollar balance. 

With reference to the previous example, 
accounts 3, 6, 7, 8, and 10 would be con- 
sidered to require investigation under the 
above definition, so that 50 per cent of the 
accounts in this case require investigation. 
In any particular instance, the definition 
of when an account is to be considered in 
the category of requiring investigation 
could be formed much more explicitly than 
above. 

The use of the measure “‘per cent of ac- 
counts requiring investigation” would be 
similar to that of the first measure. As long 
as this percentage is reasonably low, the 
auditor would be satisfied as to the func- 
tioning of internal controls and procedures 
insofar as the confirmation approach is 
concerned. What is reasonably low will 
vary with different circumstances. Again, 
the use of this measure would permit com- 
parisons from year to year and between 
companies of similar nature; these com- 
parisons could be of substantial help to the 
auditor in evaluating the performance of 
the company under audit. 


Joint or separate use of the two measures 


In the case of the two industrial com- 
panies, the above two measures might be 
used jointly because emphasis there is on 
an evaluation of the effectiveness of in- 
ternal control and procedures, as well as 
on a more direct evaluation of the in- 
tegrity of the account balances. In the case 
of the public utility company, however, 
emphasis is chiefly placed on an evaluation 
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of the effectiveness of internal control and 
procedures. In that instance, therefore, the 
“per cent of accounts requiring investiga- 
tion” would probably be the only measure 
used. 


STUDY OF COMPANY RECORDS AND 
PREVIOUS AUDIT RESULTS 


A study of the magnitudes of the per 
cent of book balance confirmed and of the 
per cent of accounts requiring investiga- 
tion for each of the three companies was 
made on the basis of company records and 
previous audit results. In addition, other 
relevant characteristics of the accounts 
receivable of each company were studied. 
These were investigated not only for their 
own sake but also because a rough knowl- 
edge of the characteristics which are to be 
investigated by a sample can be of great 
help in designing an economical sampling 
plan. 

The use of previous audit results for 
studying the characteristics mentioned 
above has some inherent limitations. 
These, together with the fact that some 
occasional gaps were encountered in the 
basic information available, require that 
the data on adequate sample sizes which 
will be presented next be interpreted as 
approximations only. 


DETERMINATION OF REQUIRED 
SAMPLE SIZES 

The size of the sample necessary in any 
given case depends on the specific type of 
information desired. Hence, sampling to 
estimate the per cent of the book balance 
confirmed will be discussed first, and then 
sampling to estimate the per cent of ac- 
counts requiring investigation will be 
taken up. Finally, sampling when both of 
these measures are to be considered will be 
discussed. 


Estimation of per cent of book balance 
confirmed 

_ In determining the required sample size, 
it must be remembered that there are no 
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absolute standards. A sample size adequate 
for one purpose may not be adequate for 
another. If an auditor is interested in the 
per cent of book balance which would be 
confirmed if all accounts were to be con- 
firmed and if he is going to select a sample 
of accounts receivable to estimate this per 
cent, he must decide initially how precise 
this information is to be. To illustrate this 
point, suppose that an auditor has con- 
firmed a sample of accounts receivable and 
has determined that the per cent of book 
balance confirmed in the sample is 90 per 
cent. He is, however, interested in this 
figure only insofar as it indicates to him 
what per cent of the book balance would 
be confirmed if he were to confirm all ac- 
counts receivable. Since the 90 per cent is 
based only upon a sample, one can be 
reasonably certain that the per cent of 
book balance confirmed for all accounts 
receivable would not equal 90 per cent. 
The question then is by how much the 
sample estimate of 90 per cent could differ 
from the figure for all accounts. 

Suppose that the sample estimate could 
differ from the per cent for all accounts by 
9 per cent points. In that case, the sample 
indicates that the per cent of book balance 
confirmed for all accounts could be as high 
as 99 per cent (probably a satisfactory 
condition) or as low as 81 per cent (proba- 
bly an unsatisfactory condition). In this 
case, then, the sample estimate is probably 
not precise enough to permit any con- 
clusions by the auditor. Of course, if 
statistical techniques are not used, one 
cannot obtain any indication from the 
sample as to how far off the sample result 
might be from the figure in which one is 
interested. In that case, one would have no 
guidance as to whether or not the 90 per 
cent indicated by the sample is fairly close 
to the per cent of book balance confirmed 
for all accounts, 

Suppose, on the other hand, that it is 
known that the sample per cent is not off 
by more than 2 per cent points from the 
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figure which would have been obtained if 
all accounts receivable had been confirmed. 
In that case, the sample estimate of 90 per 
cent would indicate that the per cent of 
book balance confirmed which would have 
been obtained if all accounts had been 
confirmed is somewhere between 88 and 92 
per cent. Thus, the auditor in this case 
would have a fairly precise indication from 
his sample result as to the magnitude of 
the per cent of book balance confirmed for 
all accounts receivable. 

The number of per cent points by which 
the sample result can differ from the per 
cent of book balance confirmed if all ac- 
counts receivable had been confirmed will 
be called the error margin. The adequacy of 
the sample size depends upon the allowable 
error margin. If an auditor needs a fairly 
precise estimate, which means a small al- 
lowable error margin, it will generally re- 
quire a larger sample than if he is satisfied 
with a less precise estimate, or with a larger 
allowable error margin. The determination 
of the maximum extent of the error margin 
which is allowable in a given situation is 
an auditing problem. It will depend upon 
such things as the importance of the item 
under study, the adequacy of the system 
of internal control, the work of internal 
auditors, and the cost of the auditing 
procedures. 

One more point must be considered be- 
fore the determination of specific sample 
sizes can be discussed. Whenever one uses 
a sample, one cannot be completely certain 
of his results. Thus, even though the error 
margin is, say, 2 per cent points, one can- 
not be completely certain that the sample 
per cent will be at most 2 per cent points 
from the per cent of book balance con- 
firmed for all accounts receivable. With 
statistical sampling techniques, however, 
the probability that the error margin will 
be correct can be specified. This proba- 
bility shall be called the degree of assurance. 
For instance, the auditor may desire a 95 


per cent or a 99 per cent or a 99.7 per cent 
degree of assurance that the error margin 
will indeed be correct. As will be seen, the 
higher the degree of assurance required, 
the larger is the necessary sample size in 
any given instance. 

The specification of the degree of assur- 
ance is again an auditing problem. It 
should be determined by a consideration 
of the same type of factors which enter 
into the specification of the allowable error 
margin. 

In the following discussion, required 
sample sizes for various allowable error 
margins and degrees of assurance will be 
presented so that it can be seen how the 
sample size depends upon these factors. It 
should be remembered in interpreting the 
required sample sizes that they are only 
rough indications because of the difficul- 
ties in relying upon the results of previous 
audit work and because of some gaps in 
available information. Furthermore, in 
comparing the auditor’s sample size with 
required sample sizes, the actual method 
of selection of accounts is important, and 
this will not be taken up until the following 
section. 


(a) Industrial Company A— 


The following are some of the character- 
istics of one class of accounts as of the 
audit date: 


Accounts with Number of Balance 
balance accounts (in million 
dollars) 
Under $5 ,000 8,653 
$5 ,000-$100 , 000 227 3.0 
Over $100,000 6 13 
All accounts 8,886 9 


The auditor’s sample size and required 
sample sizes for various error margins and 
degrees of assurance are presented in the 
following tabulation:! 


1 In this case and in the following one, the required 
sample sizes were calculated on the basis of a ratio 
estimate with stratified random sampling. 
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Required sample size 

95% assurance 99.7% assurance 

Accounts with balance Auditor’s Error margin of Error margin of 
sam ple 1% 2% 3% 1% 2% 
Under $5,000 93 423 123 > & 804 261 123 73 
$5 ,000-$100 ,000 227 148 43 21 12 227 92 43 26 
Over $100,000 6 6 6 4 2 6 6 6 5 
All accounts 326 577 172 84 47 1,037 359 172 104 


The division of all 8,886 of these ac- 
counts receivable into 3 classes according 
to the amount of the book balance is called 
stratification. Sampling each of the three 
classes separately and then combining the 
results with proper weighting is a much 
more efficient procedure in this type of 
case than a sample selected without regard 
to dollar balances. The sample size in each 
instance above was computed in such a 
way that the required error margin and 
degree of assurance are obtained with as 
small a total sample as possible under 
these restrictions. 

It should be noted from the above tabu- 
lation that a decrease in the allowable 
error margin from, say, 3 per cent points 
to 2 per cent points—both at a 95 per cent 
degree of assurance—requires about a 
doubling of the sample size. Similarly, a 2 
per cent point allowable error margin with 
a 99.7 per cent degree of assurance requires 
a sample about twice as great as a 2 per 
cent point allowable error margin with a 95 
per cent degree of assurance. These exam- 
ples illustrate that increased protection 
through smaller error margins and higher 
degrees of assurance becomes more and 
more costly in terms of sample size. 

Whether the auditor’s sample size was 
about adequate, too great, or too small 
depends upon the allowable error margin 
and degree of assurance required in this 
case. The fact that the auditors stated that 
the system of internal control has been 
particularly good would permit a some- 
what larger error margin and a lower de- 
gree of assurance than if that were not the 
case. It is in choosing appropriate error 


margins and degrees of assurance that the 
need becomes particularly noticeable to 
relate confirmation work to other auditing 
procedures which deal with the same 
phases of the accounting process, and also 
to the work of the internal auditors and to 
the system of internal control. 

Suppose that the auditor’s total sample 
size were about adequate—in other words, 
suppose that a 2 per cent error margin 
were allowable with a 99.7 per cent degree 
of assurance. The previous tabulation then 
indicates that the auditor’s allocation to 
the 3 different classes should be changed. 
The auditor selected all accounts over 
$5,000 and 93 accounts of smaller amounts. 
On the other hand, statistical calculations 
indicate that it would have been better for 
estimating the per cent of book balance 
confirmed for all accounts receivable to 
take a smaller number of accounts with 
balances between $5,000 and $100,000, and 
a larger number of the smaller accounts. 
An intuitive reason for this is that as more 
and more of the 227. accounts with 
balances between $5,000 and $100,000 are 
selected, relatively less and less additional 
information is added about this class of 
accounts. It is therefore better in this in- 
stance not to take all accounts of $5,000— 
$100,000 and instead devote this effort to 
obtain more precise information about the 
smaller accounts. 

Required sample sizes could be reduced 
by subdividing, say, the class of accounts 
with balances under $5,000 into those with 
balances under $1,000 and those with 
balances between $1,000 and $5,000. Such 
a sampling scheme would require more 


| 
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work in the selection stage and would 
probably not be worth-while unless a very 
small error margin and a very high degree 
of assurance were required. 


(b) Industrial Company B— 


The following are some of the character- 
istics of the accounts in a regional office as 
of the audit date: 


Accounts with Number of Balance 
balance accounts (in million 
dollars) 
Under $1,000 5,382 .61 
$1,000 and under 
$10,000 187 59 
$10,000 and over 17 .38 
All accounts 5,586 1.58 


The auditor’s sample size, together with 
required sample sizes for various allowable 
error margins and degrees offassurance, 
are presented in the following tabulation: 


95% assurance 
Error margin of 


sample 1% 2% 


Accounts with balance Auditor's 


Under $1,000 14 732 238 
$1,000 and under $10,000 67 184 60 
$10,000 and over 13 17 17 
All accounts 94 933 315 


It should be noted again how substan- 
tially the sample size must be increased for 
smaller allowable error margins and higher 
degrees of assurance. The sample alloca- 
tions were determined according to the 
same principles as those for Industrial 
Company A. A comparison between the 
two tabulations reveals that larger sample 
sizes are required for Company B than for 
Company A for the same allowable error 
margin and specified degree of assurance. 
For instance: 


Total required 
sample size 
Error margin Degree of Company Company 
assurance B A 
3 percent points 95 percent 157 84 
2 percent points 99.7 percent 613 359 
1 per cent point 95 percent 933 577 


The main reason for the sharp contrast in 
required sample sizes in this case is that 


the extent of differences at Company A 
happens to be much less than at Company 
B, and it is therefore easier, so to speak, to 
estimate the per cent of book balance con- 
firmed at Company A. The implication, if 
the above findings are substantiated by 
additional experience, would be that, to 
obtain estimates of given reliability, larger 
samples are required in this area of ac- 
counting when differences are extensive 
than when they are not. This would mean 
that a confirmation of “‘clean” accounts 
would be cheaper because the sample size 
need be smaller and few reported differ- 
ences analyzed, while a confirmation of ac- 
counts with extensive differences would be 
more expensive because the sample size 
need be larger and more reported dif- 
ferences analyzed. 

A further examination of the sample size 


Required sample size 
99.7% assurance 
Error margin of 


4% 1% 2% 3% 4% 
11267 1,404 476 238 140 
28 «17 187 120 35 
187 96 1,608 613 315 192 


tabulation for Company B again reveals 
that the statistically determined samples 
reverse the emphasis as to the number of 
small and large accounts to be selected, as 
compared with the auditor’s sample. In 
the statistical samples, the per cent of ac- 
counts with balances of $1,000 to $10,000 
which are selected is greater than that for 
the smaller accounts, but the reverse is 
true insofar as the mumber of accounts 
selected is concerned. 

The auditor’s total sample size at Com- 
pany B corresponded to about a 4 per cent 
allowable error margin with a 95 per cent 
degree of assurance, assuming that the 
sample was allocated according to the 
above tabulation and the accounts selected 
according to statistical principles. Under 
the same assumptions, the auditor’s total 
sample size at Company A corresponded to 
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about a 2 per cent allowable error margin 
with a 99.7 per cent degree of assurance. 
The difference between these standards is 
tremendous. If Company B standards had 
been used at Company A, the total re- 
quired sample size would have been 47 in- 
stead of 326 accounts. If the Company A 
standards had been used at Company B, 
the total required sample size would have 
been 613 instead of 94 accounts. This is not 
to say that the allowable error margins and 
degrees of assurance should be the same in 
the two companies; the comparison was 
only. made to expose the implications in 
the differences between the two inherent 
sets of requirements. It may well be that 
the differences observed indicate varying 
degrees of reliance on the work of the in- 
ternal auditors, or on other such factors. 
Undoubtedly the auditor will have a dif- 
ficult job in setting the allowable error 
margin and degree of assurance required in 
any given case, taking into account his 
reliance on internal controls and other 
relevant aspects. A study of additional 
companies and a review of audit proced- 
ures related to the confirmation work to 
evaluate more explicitly the role of con- 
firmations should be of help in this en- 
deavour. 


Per cent of accounts requiring investigation 


The basic notions involved in estimating 
the per cent of accounts requiring investi- 
gation are the same as those already ex- 
plained with reference to estimating the 
per cent of book balance confirmed. On the 
basis of a sample of accounts receivable, 
one wishes to estimate the per cent of ac- 
counts requiring investigation if a con- 
firmation of all accounts had been made. 

(a) Industrial Company B.—Since the 
estimation of the per cent of accounts re- 
quiring investigation parallels the estima- 
tion of the per cent of book balance con- 
firmed, sample size results are only pge- 
sented for Company B. The following 
tabulation indicates necessary sample sizes 


to estimate the per cent of all accounts 
requiring investigation with given allowa- 
ble error margins and degrees of assurance: 


Degree of Error margin Required 
assurance sample size 
95 percent 2 percent points 1,526 
4 per cent points 480 
6 per cent points 224 
99.7 percent 2 percent points 2,560 
4 per cent points 975 
6 per cent points 479 
Auditor’s 
sample size 94 


Since the per cent of accounts requiring 
investigation is fairly high at this regional 
office of Industrial Company B, it would 
seem that an estimate with not too great 
a precision would still provide the auditor 
with a fairly useful picture as to the mag- 
nitude of this percentage. 

The*per cent of accounts requiring in- 
vestigation at Company B is about the 
same for large and small accounts; the 
sample of accounts receivable for the pur- 
pose of estimating this percentage can 
therefore be taken without regard to the 
dollar balances of the accounts. This also 
holds for Company A, incidentally. 

(b) Public Utility Company C.—This 
company has a very large number of ac- 
counts receivable. Since the per cent of 
accounts requiring investigation is very 
low, it does not seem so reasonable here to 
estimate how low the per cent of accounts 
requiring investigation is. Rather, it would 
seem to be more reasonable to consider it 
to be the purpose of sampling to determine 
whether this percentage is still fairly low 
or whether a substantial worsening in per- 
formance has occurred. In the latter case, 
an investigation of the significance and 
implications of this change would be called 
for. This approach is simply a slight varia- 
tion from the one in which the per cent of 
all accounts requiring investigation is 
estimated with an allowable error margin 
and a specified degree of assurance. 

Suppose that the per cent of accounts 
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requiring investigation in the past has been 
about 1 per cent or less, and that this is 
considered to be satisfactory performance. 
The required size of the sample with this 
new approach will then depend in part 
upon the level of the per cent of accounts 
requiring investigation at which a warning 
is desired. This level might be 3, 4, 5, 6, 
etc. per cent. In addition, two types of 
risks must be specified: (1) The risk that 
the sample will provide a false warning, 
leading, perhaps, to unnecessary work. (2) 
The risk that the sample will fail to provide 
a warning when necessary. Sample sizes 
required to provide specified amounts of 
protection are indicated in the following 
tabulation: 


Level of per Risk that Risk that 
cent of accounts sample sam ple Sample 
requiring provides fails to pro- size 
investigation false vide needed required 
atwhichwarn- warning warning 
ing desired 
3 per cent 5 per cent 5 per cent 470 
692 
678 
1 962 
4 per cent 3 261 
398 
* 351 
oe 477 
5 per cent — Sa 137 
291 
6 per cent 82 
137 
128 
233 
Auditor’s 
sample size: 224 
accounts 


The use of the above tabulation may be 
illustrated as follows: 

Suppose that the auditor desires that the 
sample be large enough to warn him should 
the per cent of accounts requiring investi- 
gation ever increase to as much as 5 per 
cent or more. Remember that the above 
tabulation assumes that 1 per cent or less 
accounts requiring investigation is a satis- 
factory rate. Further, suppose that the au- 


ditor is willing to take only a 1 per cent 
risk of getting a false warning from the 
sample and a 1 per cent risk that the sam- 
ple will fail to provide a needed warning, 
In that case, a sample of 291 accounts 
would be required. Furthermore, and this 
has not been tabulated above, unless 8 or 
more accounts out of the 291 in the sample 
require investigation, the sample results 
indicate no serious deterioration in the 
performance of the accounting process. 


Joint use of two approaches 


If both the per cent of book balance con- 
firmed and the per cent of accounts re- 
quiring investigation are to be estimated 
from the same sample, the total sample 
size should correspond to the larger one 
of the two determined for each of the ap- 
proaches separately. The sample would be 
selected with regard to the dollar amounts 
even though this might not be necessary 
for estimating the per cent of accounts re- 
quiring investigation. To the extent that 
the “‘accounts requiring investigation” and 
their book balances are unrelated, this 
selection procedure makes no difference. 
To the extent that there is such a relation- 
ship, the preciseness of the sample estimate 
of the per cent of accounts requiring in- 
vestigation may actually be improved. 


Distinction between planning and evaluating 
actual adequacy of sample size 


In the analysis of required sample sizes 
which has been presented above, use was 
made of known characteristics of the ac- 
counts. Some of these characteristics are 
ones, however, which are to be estimated 
from the sample and ordinarily would not 
be known in advance. No serious dilemma 
will usually arise from this in continuous 
audit work. Since the condition of the ac- 
counts usually does not change too radi- 
cally from year to year, previous results 
can be used for an intelligent planning of 
adequate sample sizes. Once a sample has 
been selected. however, it alone is used for 
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evaluating the adequacy of the sample 
size in terms of the auditor’s stated re- 
quirements. This evaluation, it should be 
noted, is only possible if the sample was 
selected according to statistical principles. 
In the usual case, the planned sample 
size should turn out to be adequate with- 
out being over-adequate. In other words, 
the planned sample size will generally be 
close to the most economical one for ob- 
taining the desired requirements as to the 
preciseness of the sample results. 


SAMPLE SELECTION OF ACCOUNTS AND 
OTHER PROBLEMS IN THE CONFIR- 
MATION OF ACCOUNTS RECEIVABLE 


Problems involved in the sample selec- 
tion of accounts receivable depend so much 
on the particular company under audit 
that the discussion in this section will be 
a very general one. 

Statistical sampling techniques can only 
be applied if the sample is selected at 
random—that is, if the probability of selec- 
tion for each item is known. In simple or 
unrestricted random sampling, each item 
has an equal chance to get into the sample. 
Random sampling can also be used when 
the items are first divided into classes by, 
say, the amount of the balance, and then 
each class is sampled separately, or if items 
are selected by blocks, or if certain ledgers 
are selected and then accounts from these 
ledgers are selected. At each stage of 
selection, however, the probabilities of 
selection must be known. 

This type of sampling is in contrast to a 
judgment selection of accounts. With judg- 
ment sampling, the preciseness of the sam- 
ple results cannot be evaluated from the 
sample. The view may be taken that the 
auditor’s judgment is required in selecting 
“suspicious” accounts—e.g., accounts with 
overdue balances. This raises a number of 
points. If the purpose of the sample of 
accounts receivable is to get an over-all 
picture, one cannot obtain this by stressilig 
the selection of “suspicious” accounts. 
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Furthermore, if the auditor were only 
interested in suspicious accounts, he would 
have to go through the trial balance of all 
accounts and select each one of those he 
deems “suspicious.” This task would be 
complicated by the difficulty in recognizing 
all “suspicious” accounts. Evidence from 
Industrial Company B, for instance, indi- 
cates that the small, current, clean ac- 
counts also contain a high rate of differ- 
ences. If the auditor does wish to be sure 
that some accounts with, say, overdue 
balances are included in the sample for 
purposes of getting an over-all picture, 
he may do this according to statistical 
principles in the same way that small and 
large accounts were treated in the previous 
discussion. The question then arises 
whether the work involved in making such 
additional classifications is worth the ef- 
fort. If the sample size is large enough, a 
random selection of accounts will include 
various types of accounts, such as overdue 
ones, in roughly the same proportion in 
which they occur. 

Random selection may also be con- 
trasted with selection by convenience. 
Selection by convenience occurs, for in- 
stance, when a few trays are-selected out 
of many, and all or a major portion of the 
accounts in these trays are then selected in 
blocks for the sample. Such a sample is 
convenient to select but it may not be a 
very reliable sample. For instance, such 
sampling tends to limit the scope of pos- 
sible study to, perhaps, a few districts, a 
few ledger clerks, etc. With the pressure of 
time on the auditor, there may be a tend- 
ency to put excessive emphasis on the con- 
venience of selection and not enough upon 
the quality of the sample obtained. There 
is no doubt that a convenient sample is 
cheap to obtain in terms of time and dol- 
lars. But the extra effort required to obtain 
random selection may well be worth the 
cost in terms of the improved quality of 
the sample. 

Other problems in the confirmation of 
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accounts receivable on whiich observations 
were made in this study include the sam- 
pling of miscellaneous accounts receivable, 
such as delinquent accounts, the choice 
between positive and negative confirma- 
tions, and non-responses. Since these prob- 
lems were not studied extensively, how- 
ever, no report of the observations will be 
made in this paper. 


CONCLUSIONS 


On the basis of this study, it appears to 
be feasible to formulate some quantitative 
measures which will reflect relevant re- 
sults obtained from confirmations of 
accounts receivable, measures which will 
be of value to the auditor in summarizing 
the confirmation findings and which can be 
used with statistical sampling techniques. 
Additional experience, however, may in- 
dicate that the measures suggested in this 
paper will have to be further refined or 
supplemented. 

Basically, the formulation of quantita- 
tive measures of auditing results is an 
auditing problem. These measures are es- 
sential if statistical theory is to be used for 
determining adequate sample sizes, as 
adequacy can only be evaluated in terms 
of the specific types of information, ex- 
pressed quantitatively, which the auditor 
desires. 

Future work in applying statistical 
sampling techniques to the confirmation 
of accounts receivable should branch out 
in several directions. More companies 
should be studied to permit broader gen- 
eralizations than those which can be made 
on the basis of a study of three companies. 
Some actual statistical applications should 
be made so that information on various 
items, such as cost and time required, can 
be obtained. In addition, the problems in- 
volved in relating the confirmation of 
accounts receivable to the other auditing 
procedures which deal with the same 
phases of the accounting process should be 


explored, as well as the problems involved 
in determining the required precision and 
degree of assurance (or similar require. 
ments) on the basis of such factors as the 
extent of the internal auditor’s work and 
the system of internal control. 

Other audit areas also warrant study, 
such as inventory and vouching, to deter- 
mine the applicability of statistical sam- 
pling techniques there. The present study 
had indicated that the chief problems en- 
countered in applying statistical tech- 
niques have been those dealing with the 
purposes of the audit steps, with the 
quantitative formulation of those audit 
results in which the auditor is interested, 
with relating various audit procedures 
which cover the same phases of the ac- 
counting process, and with determining 
the required precision and degree of assur- 
ance (or similar requirements). 

Since these problems are all auditing 
problems basically, it would seem desirable 
that work in the application of statistical 
sampling techniques in auditing be done by 
a team. This team should include a person 
with statistical training to deal with those 
problems which arise, because samples are 
used to obtain information. This team 
should review the purposes of each audit 
phase within the framework of the over-all 
purposes of the audit, formulate relevant 
quantitative measures of audit results, and 
in general evaluate the adequacy, effective- 
ness, and efficiency of the auditor’s work. 

Thus, this investigation has indicated 
that the very attempt to apply statistical 
sampling techniques to an audit phase re- 
quires the auditor to re-examine and re- 
evaluate his work, that most of the 
fundamental problems which arise conse- 
quent to this attempt are auditing prob- 
lems, and that these must be considered 
jointly with the more technical sampling 
problems in order that the application of 
statistical sampling techniques in auditing 
be a fruitful one. 
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COST CONTROL AS APPLIED TO THE 
SMALLER BUSINESS ORGANIZATION 


L. J. BENNINGER 
Associate Professor, University of Alabama 


with descriptions and discussions of 

methods, techniques, and procedures 
designed to implement the cost control 
program of the larger organization. How- 
ever, there is a paucity of discussion relat- 
ing to the cost control problems of the 
smaller business organization. This paper 
represents an exploration into the useful- 
ness of accounting and allied fields to the 
cost control problems of the smaller busi- 
ness.’ 


PERIODICALS are replete 


THE MEANING OF COST CONTROL 


Part of the difficulty in utilizing cost 
control devices in the small business lies 
in a misunderstanding of the nature of 
cost control. Too often thinking on cost 
control is interwoven with some rather 
elaborate historical or standard cost sys- 
tem. Further, the problem is beclouded by 
those who take the view that the income 
statement does not purport to and cannot 
present a picture of operating efficiency. 

Cost control has but one object and that 
is assisting management to attain its goals. 


1 The reader may ask, “What do you mean by a 
smaller organization?” For purposes of this paper, the 
following would, for the most part, constitute a satis- 
factory answer: 


‘‘What is a ‘small’ plant? Any definition will be 
unsatisfactory. Here the term includes plants em- 
ploying roughly between five and fifty workers. The 
principles and techniques of good plant management 
are not limited to plants of any particular size, and 
some smaller plants and many larger ones can derive 
benefit from this discussion. So can garages, lumber- 
yards, construction firms, dairies, laundries, and 
other non-manufacturing concerns which face similar 
‘production’ problems. Likewise, many of the sug- 
gestions can be put to useful service in stores, ware- 
houses, and transportation companies.” from Frank 
K. Shallenberger, Production Management in Small 
Plants, Business Research Series No. 5 (Stanford 
University Press, 1950), pp. 1-2. 


Such goals, in so far as accounting is con- 
cerned, are epitomized in a forecasted in- 
come statement. Whether or not the goals 
are achieved will be indicated in the re- 
sults of the historical income statement. 
Cost control is, therefore, closely related 
to income reporting and is but an aspect of 
profit control. 

Cost control, broadly conceived, means 
more than merely holding costs within the 
limits of management’s plans and expecta- 
tions. It is also concerned with the main- 
tenance of efficient expenditure. It has 
to do with the efficient use of men, mate- 
rials, and facilities. If cost control fails, the 
profit goal may become unattainable. At 
all events, it becomes less attainable. If 
cost control works, the profit goal comes 
within firing range of management, 


THE ROLE OF MANAGEMENT IN A 
COST CONTROL PROGRAM 


It is axiomatic that an organization has 
control over its costs only when its man- 
agement wants to control costs. Con- 
versely, when management lacks interest 
in cost control, costs remain uncontrolled. 
It is management’s function, among a 
great many others, to establish a profit 
goal. A wide-awake management will look 
ahead and attempt to come to some con- 
clusion as to what it is after and what it 
can reasonably hope to obtain. To achieve 
its profit goal, management must inaugu- 
rate a systematic plan of assuring proper 
expenditure and must establish upper and 
lower limits of expenditure. Finally, it will 
need to put its plan into effect at all levels 
of management from the top to the bottom 
of the organization. 
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Management’s role in cost control is, 
therefore, to formulate a profit goal, to 
decide what it wants to happen to costs 
related to this goal, to install some plan 
for controlling costs, and, lastly, see that 
the plan is effected. 


THE ROLE OF THE ACCOUNTANT IN A 
COST CONTROL PROGRAM 


The role of the accountant is to aid 
management in the control of cost. Such 
aid will take several forms. One is to sug- 
gest cost control devices and procedures 
applicable to the particular business. More 
and more, progressive public accounting 
firms are organized and staffed to provide 
this service to business both large and 
small. After suggestion and installation, 
the accountant (public or private) has a 
stake in seeing that the cost control plan 
justifies its operational cost through its 
success in helping hold costs within 
planned limits. 


€OST CONTROL DEVICES AND PROCEDURES 
PARTICULARLY APPLICABLE TO THE 
SMALLER BUSINESS ORGANIZATION 


Innumerable cost control devices are 
available to business. Time clocks, spaced 
rest periods, musical recordings, and other 
devices all play a role in cost control. The 
following discussion, however, will be 
limited to those devices of an accounting 
nature or closely allied to accounting 
processes. 

In the large organization, the income 
statement represents summarizations rath- 
er distant from the detailed and tech- 
nical operations of the business. However, 
just as the detailed operations themselves 
will be closer to the management of the 
smaller business, similarly, the nearer will 
its management be to accounts contained 
in the income statement. The income state- 
ment may, justifiably, play a more signifi- 
cant role in controlling the costs of the 
smaller business than the larger. 


The smaller organization can commence 
its cost control program, therefore, with 
the forecasted income statement. Such a 
statement represents a generalized set of 
standards for both income and expense. In 
total it signifies management’s objectives 
as far as the profit goal is concerned. 

The projected income statement can be 
detailed in a great many ways through re- 
classifications of expense by area of respon- 
sibility, area of supervision, by products, 
etc. Stress will be placed upon those costs 
which are “direct” to the object under 
consideration. In this regard, all the pres- 
entation techniques of direct costing may 
be used to advantage by the smaller busi- 
ness. Classifications and reclassifications of 
forecasted data are semi-standard in na- 
ture. Admittedly, in the smaller business, 
they will not be as detailed or as accurate 
as standards utilized in a well-defined 
standard cust system. Nevertheless, proper 
classification and detailing of projected in- 
come statement data can form the basis of 
cost control for the smaller organization. 

Such a forecasted income statement and 
its exhibits will be compared with the 
historical income statement and its accom- 
panying exhibits. Where feasible, the his- 
torical statement will be compared with 
the forecasted statement revised to express 
conditions not anticipated in the projec- 
tion. Variations between planned and 
actual data will indicate to management 
where its expectations with regard to in- 
come and expense were not realized. Such 
variations will point to areas of expendi- 
ture where remedial action in necessary. 
These comparisons should be made 
monthly or quarterly as well as for the 
fiscal year. Comparisons for short periods, 
such as a quarter or a month, will prove to 
be the most effective aids to immediate 
and satisfactory control over costs. 

Where the management does not wish 
to prepare forecasted income statements, 
the alternative is a study and comparison 
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Cost Control 


of details of historical income statements 
classified much the same as when projected 
income statements are employed. Because 
this latter type of comparison does not 
have as its base a desired profit goal ex- 
pressed in standards for both income and 
expense, it will not indicate as clearly the 
areas of inefficiency needing correction. 

A third device useful to the smaller or- 
ganization is a well-organized budgetary 
program. Next to the use of a standard 
cost system, a budgetary program looms 
large as a means of attaining a profit goal 
and controlling costs. 

A good budgetary program forces man- 
agement to organize efficiently. Budgeting 
demands that management come to con- 
clusions as to where one area of responsi- 
bility begins and another ends. It trains 
an organization in the art of cooperation. 
The mere act of getting ready for budget- 
ing takes an organization a long way in the 
direction of controlling its costs. 

From a successful budgetary program 
there arise estimates of costs for the vari- 
ous areas of an organization. Each individ- 
ual in charge of an operation will know 
what performance is to be expected of him. 
Actual costs gathered by the accountant 
will be compared with these estimates. 
Finally, variations will be reported to ap- 
propriate levels of management for their 
consideration. 

As experience is gained concerning the 
action of some elements of cost with 
changes in volume of output, there may 
be developed, by areas of responsibility, 
flexible budgets whose stress is adaptation 
rather than solely the presentation of costs 
for a given time period. The flexible budget 
indicates how costs should change with 
changed conditions. Comparison of actual 
costs for a period of time with the applica- 
ble level of costs indicated in the flexible 
budget gives an immediate directive to 
managerial action. 

A static budget program, perhaps with 
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the addition of some flexible budgeting, 
represents the top of the ladder of cost 
control techniques for many a smaller 
business organization. The introduction of 
more complex control devices may be su- 
perfluous when the additional advantages 
are weighed against the increased cost. 

A fourth device is the use of spot 
studies and special analyses. Through this 
technique, management attempts to locate 
weak spots in the organization and apply 
pressure to these points. This is entirely a 
piecemeal process which attacks only one 
or a few problems at a time, such as waste 
and spoilage in certain operations, packag- 
ing, delivery, and clerical costs. What 
might be accomplished in routine fashion 
for a large range of costs, such as factory 
or marketing costs in a complete cost sys- 
tem, is accomplished in part with a smaller 
grouping of costs. Analysis of this type is 
facilitated by a plan of accounting which 
lays stress on direct costing techniques. 

Management may begin the study of 
some activity in detail, analyzing the ef- 
fort and various elements of expense in- 
volved. From such a study, standards or a 
budget may be established. Comparison of 
the actual effort and expense will be made 
either with budgeted or standard figures. 
Once the situation is deemed to be within 
control, attention is shifted to another 
problem or problems. This device of spot 
studies and special analyses may comple- 
ment any one or all of the several devices 
discussed to date. However, there are some 
very real dangers to this procedure. Man- 
agement’s observations or intuition may 
not direct analysis to the most fruitful 
areas of cost minimization or profit im- 
provement. Since exceptions to good per- 
formance must be “‘discovered” under this 
approach, considerable inefficiency and 
loss may take place before a situation is 
corrected. Used alone, spot studies repre- 
sent a very weak form of control. Used in 
conjunction with one or more of the de- 
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vices discussed, or a thorough-going cost 
system, they become very valuable ad- 
juncts to cost control. 

For completeness, there should also be 
added the tailormade, formal historical 
cost accounting system built around either 
job orders, operational activities, areas of 
responsibility, or all three. A system of 
this nature may be developed to aid in the 
control of one or more components of cost. 
A historical cost system, if designed with 
the cost control problem in mind, will at- 
tempt to bring out inefficiencies automat- 
ically and in routine fashion. 

Historical cost accounting systems have 
in some instances become anathema to the 
management of smaller organizations be- 
cause of one or more of the following: 
(1) The system was designed for a limited 
purpose, usually product cost accounting; 
(2) It was not sold to the organization as a 
whole; and (3) In the light of the results 
obtained, it is too expensive to operate. 
Ordinarily, the first is the most serious 
criticism of the three since inevitably, in 
the smaller organization, a limited purpose 
system loses some of its original charm, 
and criticisms (2) and (3) than become 
applicable. Regardless of the objectives 
initially uppermost when management sets 
out to install a cost system, the system 
should be adaptable to cost control prob- 
lems as well as to other problems of the 
organization. 


To these devices should be added tenta- 
tively the possibility of a standard cost 
system applicable to one or more of the 
major components of cost.? To the smaller 
but growing organization the temptation 
to add such a system will be impelling, 
Standard costing has received considerable 
publicity over the past twenty-five years, 
Cost accounting periodicals and articles 
currently continue to praise and call for 
an extension of standard costing. 

Unfortunately, however, a system of 
standard costs useful for control purposes 
may require a greater expenditure of 
money and a more extensive accounting 
staff than may be warranted. Although 
standard costing might be the ideal device 
in some particular instance, management 
of small business should approach standard 
costing cautiously. 

A number of devices are available to the 
management of smaller organizations de- 
sirous of controlling costs. Pitfalls, how- 
ever, await the management either in the 
direction of sporadic and simple control 
devices or the more formalized and com- 
plex control devices. It is the task of the 
accountant to guide the management of 
smaller business in the selection of control 
devices. 


* The study referred to in the first footnote recom- 
mends pages 16-17, the use of standard costs as a cost 
control device for the smaller plant. 
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PREPARATION FOR THE CPA EXAMI- 
NATION—THE UNIVERSITY OF ALA- 
BAMA CPA REVIEW COURSE 


RosBert H. VAN 
Associate Professor, University of Alabama 


given in recent years to the prepa- 

ration of candidates for the CPA 
examination. A recent and comprehensive 
aide is Information for CPA Candidates, 
published by the American Institute of 
Accountants and distributed by many 
State Boards of Accountancy to their 
candidates. Everyone planning to sit for 
the examination should obtain a copy of 
this booklet at the earliest possible mo- 
ment, study it diligently, and give heed to 
its many excellent suggestions. 

There are several avenues to professional 
training in accounting. Hundreds of col- 
leges offer majors in accounting. In many 
schools, college-level courses are offered in 
the evening, for the benefit of those 
working during the day. Accounting corre- 
spondence courses are advertised exten- 
sively and CPA Review Courses are given 
regularly in various part of the country. 

In spite of all this, an alarming number 
of candidates fail to pass the examination, 
even after repeated attempts. It would be 
pleasant to be able to prescribe some sim- 
ple, and effective, short-cut to success. 
Unfortunately, there is none. To become a 
CPA requires a good mind, an aptitude for 
accounting, and hard work. There is no 
easy substitute for the latter. This article 
describes one form of assistance which has 
proved its value over a ten-year period— 
the intensive CPA Review Course offered 
semi-annually through the Extension Di- 
vision of the University of Alabama. 


in rs attention has been 


PURPOSE AND PHILOSOPHY OF THE COURSE 


In 1945, the University offered its first 
semi-annual CPA Review Course. At that 


time, and for the next four years, only a 
two-week review in accounting practice 
was offered. In 1949, courses were added in 
auditing and commercial law and in 1953, 
accounting theory was introduced, to com- 
plete the roster of subjects covered in the 
examination. 

This course is designed to give the rea- 
sonably well prepared candidate that 
final boost which so often makes the dif- 
ference between passing and just failing to 
pass the examination. Emphasis is placed 
on examination techniques, on answering 
questions and solving problems, to help the 
candidate learn to express what he knows 
in the manner likely to earn the most 
points on the examination. Fundamentals 
are reviewed, but lack of time precludes 
extensive drill on basic principles. Exten- 
sive use is made of recent examination 
questions. Each student is expected to de- 
vote a considerable amount of his study 
time to writing answers to questions and to 
solving problems. The course is not in- 
tended primarily to teach new material. It 
is designed to help the student bring into 
sharper focus and learn to use and express 
more effectively, what he already knows. 


ORGANIZATION OF THE COURSE 


The course is divided into four sections: 
Accounting Theory, Accounting Practice, 
Auditing, and Commercial Law. The prac- 
tice section takes two weeks, the other 
sections one week each. The division of the 
course into the four topics, and concentra- 
tion on one topic at a time, enables the 
candidate to come for just the subject or 
subjects he needs. This is an advantage 
over the alternative plan of taking up each 
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of the several topics every day over the 
entire period of the course. 

The “students” come to the campus for 
the course. Many of them live together in a 
college dormitory. Others live in hotels, 
motels, or private homes, as they prefer. 
There is a real advantage in the students’ 
being away from home and from business 
pressures, living and working with a group 
of serious-minded persons with the same 
goal in mind. This period of intensive con- 
centration, just before the examination, is 
most beneficial to the candidate. 

The daily schedule provides for inde- 
pendent study from 8:00 a.m. until noon; 
lecture and discussion of assigned topics, 
2:00 to 5:00 p.m.; discussion and super- 
vised problem work, 7:00 to 10:00 p.m. 

In accounting theory, auditing, and 
commercial law, both afternoon and eve- 
ning sessions are devoted to lecture and 
class discussion. In accounting practice, 
the afternoon session is devoted to demon- 
stration of problem solution techniques by 
the instructor on the blackboard, with the 
students working the problems at the same 
time at their tables. Important points are 
discussed as they arise, and alternative 
methods of solution indicated. Various pos- 
sible worksheet and other problem solution 
techniques are illustrated. Emphasis is 
placed on getting the student to visualize 
the form of the solution best suited to the 
particular problem requirements, in the 
belief that a facility in getting started 
properly is very important to the success- 
ful completion of the practice portion of 
the examination. 

In the evenings during the accounting 
practice section, the students work prob- 
lems from a selected list under the direc- 
tion of the instructor and one or more 
laboratory assistants. The ratio of in- 
structors to students is never less favorable 
than 1 to 10, which permits a considerable 
amount of individual assistance and dis- 
cussion throughout the evening. In these 
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periods students work actual CPA prob. 
lems or other problems of similar diff. 
culty. In this way they get the feel of 
working on their own, yet have the advan- 
tage of a capable instructor within reach to 
help over troublesome spots and to com- 
ment on the student’s solution. 

In the accounting theory and auditing 
sections, emphasis is placed on familiarity 
with recent literature, especially that pub- 
lished by the various committees of the 
American Institute of Accountants. Stu- 
dents are assumed to have a reasonably 
good background in basic principles, and 
stress is laid on recent developments in 
order to bring them up-to-date. The tech- 
niques of writing acceptable answers to 
examination questions are considered at 
length, and students are expected to prac- 
tice writing answers to typical questions. 

Each student registering for the auditing 
section is invited to answer at home, under 
examination conditions, a recent CPA ex- 
amination in auditing. The instructor 
grades this before the course starts and in- 
dicates to each student who participates, 
before he comes to the campus, the partic- 
ular weaknesses his answers have revealed. 

A similar emphasis on the writing of 
creditable answers is found in the com- 
mercial law section. Basic principles of 
commerical law are reviewed. Many recent 
examination questions and their answers 
are discussed, and the student is encour- 
aged to practice writing his own answers. 

An announcement of the forthcoming 
course is sent out twice yearly to about 
1,500 practicing accountants, who are 
asked to pass the information along to 
their staff members. Those interested are 
asked to return a statement of intent in- 
dicating the sections of the course they 
plan to attend. Each of these persons is 
sent study suggestions, listing material to 
be read or problems to be worked, before 
coming to the campus. Suggested text- 
books may be obtained direct from the 
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publishers, or through the University Sup- 
ply Store. A considerable amount of mim- 
eographed material is furnished each stu- 
dent after his arrival on the campus for his 
use during the course. 


COURSE CONTENT 


Topics considered in the section on ac- 
counting theory include: 


Current accounting literature, emphasizing 
Accounting Research Bulletins as revised 
Statement preparation—account  classifica- 

tion, terminology, definitions 
Capital and revenue expenditure 
Fixed assets—depreciation, valuation, disposal 
Inventory procedures and methods 
Investments and funds 
Equities 
Nature of business income and its realization 
Partnerships 
Mergers and consolidations 
Cost accounting 


Although recent examinations have in- 
cluded questions on income taxes, the 
review course has not attempted to cover 
this topic. In the accounting practice sec- 
tion, problems in the following areas are 
studied : 


Application of funds statement and work- 
sheets 

Consolidated statements 

Governmental accounting 

Institutional accounting 

Domestic and foreign branches 

Partnerships 

Process and standard cost accounting 

Realization and liquidation statement 

Statement of affairs 

Corporations—valuation, correction of state- 
ments, etc. 

Appraisals 

Depreciation 

Installment sales 

Consignments 

Estates and trusts 


The auditing section reviews the follow- 
ing matters: 
Examination techniaues 


Professional ethics 
Disclosures in financial statements and reports 


Professional opinions—unqualified, qualified, 
and piecemeal 

Exceptions, qualifications, and disclaimers 

Theory of auditing 

Generally accepted auditing standards 

Generally accepted auditing procedures 

Generally accepted accounting principles 

Internal controls 

S.E.C. attitudes toward auditing 

S.E.C. rules on independence 


The principal topics covered in the 
commercial law section are: 

Contracts 

Negotiable instruments 

Guaranty and suretyship 

Bailments and carriers 

Sales 

Agency 

Partnerships 

Wills 

Estate administration 

Corporations 

Insurance 

Property 

Liens 

Landlord and tenant 

Bankruptcy 

Trusts 


Although no attempt is ever made to 
“spot” questions on the next examination, 
tabulations are prepared and given to the 
students, summarizing the type and fre- 
quency of past CPA examination questions 
and problems. Course content is modified 
from time to time in the light of shifting 
emphasis suggested by these studies. 


STUDENT BODY 


Between two and three hundred differ- 
ent students have attended the CPA 
Review Courses at the University of 
Alabama, during the past ten years. Many 
of these students have reviewed several 
subjects, while some have returned several 
times to review the same subject again. In- 
complete records of addresses list students 
from 19 different states. A recent survey 
shows that “alumni” hold certificates from 
at least ten states, with several holding 
certificates in more than one state. Slightly 
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over half of the students have come from 
Alabama but in recent years a majority of 
the students have come from other states. 
For example, in the fall of 1954, there were 
27 students in accounting practice. Six of 
these came from Alabama, six from Mis- 
sissippi, four from North Carolina, three 
from Florida, two from Tennessee, and one 
each from Arkansas, Georgia, Ilinois, 
Kentucky, Louisiana, and Ohio, making 
eleven states represented in this one sec- 
tion. 

The students are engaged for the most 
part in the practice of public accounting, 
sometimes in their own names, but more 
often as partners of public accounting 
firms or employees of CPA firms. Some 
have been in the internal revenue or other 
government service. Several have come 
while on leave from active duty in the 
Armed Forces. A few are employed in 
private industry. 

As might be expected, the degree of 
readiness for the CPA examination differs 
considerably among the students. Some 
have never sat for the examination. They 
may come to find out what it is all about, 
without intending to sit immediately for 
the examination. More often they come in 
order to get the final polish they think they 
need before making their first attempt. 
Many come, who have already sat for the 
examination, to review those parts in 
which they failed. 

Some are likely to be well prepared, 
most are borderline cases, and others are 
definitely poorly prepared. The classes are 
run primarily for the middle group, those 
who could pass the examination with (say) 
a ten point improvement. The better pre- 
pared also benefit, and increase their 
probably margin of success. The poorly 
prepared obtain less benefit. They occa- 
sionally find the pace too swift and fall 
behind, but almost never drop out entirely. 
There seems to be some benefit, even here, 


The Accounting Review 


because the candidate is brought to a 
realization of how much he has yet to 
learn before having much likelihood of 
passing the examination. 


SURVEY OF “ALUMNY” 


In the spring of 1955, a letter was mailed 
to 186 former CPA Review Course students 
for whom current addresses were availa- 
ble. Of 136 replies, 105 were from persons 
who had obtained their CPA certificates, 
while 31 had not yet succeeded. By states, 
the record of CPA certificates is as follows: 


Alabama 7 
Florida 

Mississippi 

Tennessee 

Georgia 

Tllinois 

New Mexico 

New York 

South Carolina 


RR 


1 


The examination experience of the 105 
CPA’s is summarized in the accompanying 
table. Note that 15, or approximately 14 
per cent, passed all parts on the first try. 
On the first two attempts, 52, or almost 
exactly half, were successful. On the third 
try 20 per cent more passed, while an addi- 
tional 20 per cent got through on the next 
two attempts. The remaining 10 per cent 
were strung out over 6 to 9 sittings, with 
one finally succeeding on the thirteenth 
try. 

The survey shows that an average of 16 
certificates a year have been awarded re- 
view course “alumni” for the last six years, 
with a low of 11 and a high of 24 in one 
year. Of the fifty who did not return their 
questionnaires, ten are known to be CPAs. 
These raise the average to over 17 per 
year for the last six years, with probably 
several more among the remaining forty 
whose status is unknown. 

Of the 31 who returned the question- 
naires, but have not passed the examina- 
tion, all but four indicated they planned to 
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Preparation for the CPA Examination 103 
i Replies from 105 CPAs 
Times Attempted before Subject Passed* 

Practice 52 26 14 5 4 2 1 1 105 
Law 1 105 
Number passing 15 37 21 12 9 4 2 2 2 1 105 


* Some of these persons passed one part of the examination but had to repeat this because of requirements that 
two or more parts must be passed at one sitting. It is not certain whether the first time passed was reported, or 


the time passed which finally counted. 


continue to sit for it.! Of the four who do 
not plan to sit again, the total times at- 
tempted were two, five, eight, and sixteen. 
This leaves only three who have sat more 
than five times who plan to sit again. 
CONCLUSION 

Studies have been made and others are 
in process which cover far more cases and 
hence give results which may be more sig- 
nificant statistically as to the experience 
of CPA candidates in general. But it seems 
worth noting that of 186 persons who have 
taken one or more sections of the Alabama 
CPA Review Course, and whose present 
addresses are known, it is certain that 115 
(or 62 per cent) are now CPAs, while the 


1 Five have not attempted the examination. 


status of forty is unknown. Of the 136 who 
returned the questionnaire, a total of 105 
(or 77 per cent) are CPAs. 

This is not to imply that those who suc- 
ceeded did so entirely because of the review 
course. However, many students have 
given the course credit for providing that 
final boost which may often make just the 
difference that leads to a passing grade. 
The course is not a panacea guaranteed to 
get all and sundry through the CPA exam- 
ination. However, it has proved to be 
most worthwhile for serious candidates 
who have already prepared themselves as 
well as they can through college courses, 
correspondence courses, or in other ways, 
and who still need a final lift to help them 
through. 
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LEGAL DECISIONS ON THE ACCOUNT. 
ING FOR CORPORATE SURPLUS 


SipneEy I. 
Assistant Professor, Rutgers University 


ORE THAN SIX YEARS have passed 
M since the Subcommittee on Ter- 

minology of the American Insti- 
tute of Accountants recommended the 
discontinuance of the term “surplus” in 
accounting.’ This pronouncement has had 
considerable effect in accounting circles, 
and a definite trend away from the use of 
the condemned term can be perceived. 

It is interesting, however, to note the 
terminology of the first fifty 1954 annual 
reports of listed corporations to come 
across this writer’s desk. Of this number, 
24 still referred to “earned surplus,” while 
two others still used the nondescript title 
of “surplus.” Twenty-two of the reports 
used more modern titles, such as “‘retained 
earnings,” “‘re-invested earnings,” or net 
income or accumulated earnings retained 
for use in the business. Two others referred 
to earned surplus by both its old title and 
a new one, with one of the two stated par- 
enthetically. 

A somewhat similar treatment was 
given in the reports to the concept of cap- 
ital surplus. Of the 32 companies in the 50 
reports which showed such an account, 19 
referred to it by its old title of capital or 
paid-in surplus, two used both old and new 
titles for it, and 11 used new names to 
describe the account. While 50 reports can 
hardly be considered adequate for statis- 
tical purposes, they are a large enough 
sample to show that the word “surplus” is 
still with us and very much to be reckoned 
with by students of accounting. 

It would seem that Wendt was correct 


1 Accounting Research Bulletin No. 39, New York: 
American Institute of Accountants, 1949. 


when he suggested that “‘surplus” is dying 
a slow death because of the difficulties in 
finding an adequate replacement for the 
term, and the problem of getting general 
acceptance for such substitute termin- 
ology.2 Among the 11 reports mentioned 
above which use more modern terms for 
capital surplus, for instance, 6 different 
titles were used to describe the one con- 
cept. Wendt further asserts that the en- 
thusiasm for the campaign to drop the 
title “earned surplus” has turned our at- 
tention from what should be our goal—a 
common terminology which will be uni- 
versally accepted and used by accountants 
to explain, define, and classify the various 
subdivisions of the concept.* 

The Subcommittee on Terminology ob- 
jected to the use of “surplus,” among other 
reasons, because the word has a connota- 
tion of excess which is not intended in the 
accounting term, quoting Webster’s defi- 
nition of “that which remains when use 
or need is satisfied.” Another objection 
was because the word has established 
meanings in economics and law which are 
not in accordance with the concepts the 
accountant seeks to express in using the 
word. 

With reference to the argument that 
“surplus” connotes an excess or residue not 
intended in the accounting meaning, there 
are those who insist that the word is in 
general use as a technical accounting term, 
firmly established by custom and long us- 

2 Wendt, A. P., “Wanted, A Clear, Unambiguous, 
Unequivocal Replacement for the Term ‘Earned Sur- 
plus,’ ” Journal of Accountancy, February, 1953, pp. 206 


and 209. 
Ibid. 
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Legal Decisions on Surplus 


age, and is definitely understood by all 
conversant with financial statements.‘ In 
this regard, the writer’s Webster gives the 
definition quoted by the subcommittee 
and then adds two definitions after an 
italicized heading “accounting,” both of 
which would probably be acceptable to 
members of the accounting profession.® 
Thus even lexicographers take cognizance 
of the technical meaning of the term in 
accounting. 

It is true the economic meaning of sur- 
plus is different from its accounting sig- 
nification. To the economist, surplus rep- 
resents unearned income due to the in- 
elasticity of the supply of any productive 
factor, conceptually more or less the same 
as the economic rent of land. But does the 
fact that its economic definition differs 
from its accounting meaning exclude the 
use of the term by accountants? The liter- 
ature of both professions contains many 
articles comparing the dissimilar meanings 
of homonymic words common to the two 
disciplines, so that no student of either 
should be unduly misled by a different 
signification of the term “surplus” in the 
other profession. Certainly the economist 
has no greater claim to use of the term than 
has the accountant. 

It is the legal treatment of the word 
“surplus,” however, that this paper pro- 
poses to investigate. What treatment have 
the court decisions given to corporate sur- 
plus in the areas in which accountants 
might be interested? Does the law indeed 
understand the accountants’ concept of 
surplus, and do the courts agree or disagree 
with the more or less generally recognized 
principles of accounting involving its dis- 
play on corporate statements and its effect 
on corporate affairs? 


‘King, C. L., “Surplus,” 15 Accountants Digest 
(1949) Fi ‘Dell, G. E., “‘ ‘Surplus’ Is a Good Word; the 
Trouble Is People Don’t Understand Le Journal of 
Accountancy, December, 1949, A-14. 

Webster’s C ollegiat Dictionary, Fifth Edition, 
Springfield, Mass.: G. & C. Merriam Co., 1948, p. 1003. 
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Investigation seems to disclose that, 
contrary to the assertion of the Subcom- 
mittee, the legal understanding of surplus 
is very much akin to that of the accounting 
definition. The courts have paid a tremen- 
dous amount of attention to the whole 
question of surplus, earnings, and divi- 
dends, and certainly accept the technical 
meaning of the word, rather than any col- 
loquial connotation. In a United States 
Supreme Court decision, the late Judge 
Brandeis specifically said of the word 
surplus that it “is a term commonly em- 
ployed in corporate finance and accounting 
to designate an account on the corporate 
books.’”¢ 

The court decisions seem in agreement 
that the way to determine whether or not 
a corporation has a surplus is “to compute 
the value of all its assets and deduct there- 
from all of its liabilities and thus ascertain 
whether the balance exceeds the amount of 
its capital stock.’ Further, the courts use 
the concept of the going concern, and not 
necessarily liquidation values. A New 
Jersey decision has also accepted the ac- 
countants’ view that if the capital stock 
was originally issued at a discount, surplus 
is the excess of the net assets over the 
amount originally contributed by the 
stockholders rather than over the par 
value of the capital stock.® 

Earned surplus has been described by 
the court decisions as derived wholly from 
undistributed profits’® and gains from 
operations." A 1948 New Jersey decision 
held that items not recorded in the profit 
and loss account, but posted directly to 


6 Edwards v. Douglas, 269 U.S. 204, 214 (1925). 

7 People v. Cantor, 236 N.Y. 417 (1923); Cox 2. 
Leahy, 204 N.Y. Su opp 741 (1924); Holland Hitch Co. v. 
State. 28N.W. (2) 242 (Mich. 1947); Edwards v. Douglas, 
op. cit. 

8 Hayman v. Morris, 36 N.Y. Supp. (2) 756 (1942). 

® Goodnow v. Amer. Writing Paper Co., 73 N.J. Eq. 
692 (1908). 

10 Edwards v. Douglas, op. ¢ 

1 Equitable Life Ass. Soc. v. Union Pacific R.R., 212 
N.Y. 360 (1914). 
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earned surplus, increase or diminish the 
“fund” that could be used for dividends 
just as profits and losses do.” In this case, 
however, the particular profit in question 
arose from the purchase and retirement of 
the corporate bonds at a discount, and on 
appeal to the New Jersey Supreme Court 
in 1949, the latter reversed the decision 
and held that this profit represented cap- 
ital and not earned surplus.” 

The courts have long been in agreement 
with the accountant that surplus includes 
every kind, not just earned.“ The United 
States Supreme Court concurred with the 
general accounting classification of surplus 
into earned and capital and revaluation, 
saying specifically that it might include 
“paid-in surplus” (where the stock is 
issued at a price above par), it may be 
earned surplus (where it was derived 
wholly from undistributed profits), or it 
may, among other things, represent the 
increase in valuation of land or other 
assets as a result of a revaluation of the 
company’s fixed property.” A dissenting 
opinion in a California case, however, took 
a different approach and included revalu- 
ation of assets among the items making up 
capital surplus.”* 

This same dissenting opinion was ex- 
actly in line with the accounting insistence 
that capital surplus, however created, 
should not be used to relieve the income 
account of the current or future years of 
charges which should otherwise be required 
to be made against income. On this point 
the judge said: ‘Accepted accounting prac- 
tice differentiates losses chargeable to 
income from other losses. It is thus not 


12 Agnew v. American Ice Co., 61 Atl. (2) 154 (N.J. 
1948); See also Comm’r. of Corps, v. Filoon, 38 N.E. (2) 
693 (Mass, 1941). 

13 Agnew v. American Ice Co., 66 Atl. (2) 330 (N.J. 
1949); See also Dohme v. Pacific Coast Co., 68 Atl. (2) 490 
(N.J. 1949). 
v. Lusk-Mitchell, 292 N.W. 82 (S.D. 


16 Edwards v. Douglas, 269 U.S. 204 (1925). 
First Industrial Loan Co. v. Dougherty, 159 Pac. (2) 
921, 928 (Calif. 1945). 


permissible to charge to ‘paid-in surplus’ 
items that are properly chargeable to 
income,’””” 

With reference to the problem of the 
inclusion in capital or paid-in surplus of 
premium paid on capital stock, the major 
discussion in the legal decisions revolves 
around whether such premium on stock is 
available for dividends, each case inter- 
preting the statute of a particular state. It 
was held in California that premium on 
stock was not available for distribution to 
stockholders as it was part of capital," but 
other jurisdictions disagree and hold that 
premiums above par value received on the 
sale of stock are not part of the capital 
stock, but capital surplus, and distribut- 
able as such.!® Decisions in two other ju- 
risdictions even called these premiums 
“profits.’”° 

In construing the principle that wherea 
reduction of capital stock is legally author- 
ized (the surplus created by the reduction 
is paid-in surplus), most decisions of the 
courts are based on statutes which require 
dividends to be paid out of profits. The 
early legal cases held that surplus arising 
from forfeited stock or from reduction in 
capital stock was not “‘surplus profits aris- 
ing from the business” and could not be 
given out in dividends.” But some deci- 
sions were more liberal in their construc- 
tion of the dividend laws, for it was held 
by the New York Court of Appeals in an- 
other early case that if after reduction of 
its normal capital, a company has on hand 
actual capital sufficient to pay all its exist- 
ing obligations (i.e., take care of any im- 
pairment in value of assets and still leave 


17 Thid., p. 930. 
© 18 Merchants Co. v. Youts, 178 Pac. 540 (Calif. 1918). 

19 Boston & M. R.R. v. U.S., 265 Fed. 578 (1920); 
Miller v. Payne, 136 N.W. 812 (Wis. 1912); Smith ». 
Cotting, 120 N.E. 177 (Mass. 1918); Comm’r. of Corps. 9. 
Filoon, 38 N.E. (2) 693 (Mass. 1941). 

20 Union Pac. Life Ins. Co. v. Ferguson, 64 Ore. 395 
(1913); Equitable Life Ass. Soc. v. Union Pacific R.R., 
212 N.Y. 360, 368 (1914). 

31 Gratz, v. Redd, 43 Ky. 178 (1843); Roberts ». 
Roberts-Wicks Co., 184 N.Y. 257 (1906). 
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an amount in excess of the reduced nominal 
capital), then the excess may be distrib- 
uted as dividends. A New Jersey court 
agreed in saying that by the reduction of 
the capital stock of a corporation, not im- 
paired by losses, there must necessarily 
occur a surplus of assets to the extent of 
the reduction and available for dividends.” 
Two recent Massachusetts cases specifi- 
cally saw such a reduction as transforming 
legal capital into capital surplus.™ 

A 1943 decision in the New York Su- 
preme Court went so far as to say the sur- 
plus arising from a reduction in capital 
stock actually belonged to the stockholders 
as a matter of right,* but the Court of 
Appeals reversed this decision and held 
that where capital stock was reduced and 
the resulting surplus transferred to a sur- 
plus account, it was for the purposes for 
which a surplus may. be used (including 
dividends which might be declared by a 
board of directors), and a dissenting stock- 
holder was not entitled to recover a pro- 
portionate share in the surplus without 
action by the board.” 

A legal case directly in line with the 
accounting view that surplus arising from 
the sale of reacquired shares, whether by 
purchase or donation, is in general to be 
regarded as capital surplus, is a fairly re- 
cent one decided in a Federal District 
Court, where the decision not only held 
profit on the sale of treasury stock should 
be capital surplus and included in the 
annual earnings of the corporation, but 
cited many accounting authorities and 
discussed the crystalization of accounting 
opinion on the subject.” Other supporting 


% Strong v. Brooklyn Cross-Town R.R., 93 N.Y. 426 
(1883). 


® Continental Securities Co. v. Northern Securities Co., 
66 N.J. Eq. 274, 281 (1904). 

4% Comm’r. of Corps. v. Filoon, < N.E. (2) 693 (Mass. 
1941); Flint v. Comm’r., 43 N.E., (2) 789 (Mass. 1942). 

% Jay Ronald Co. v. Marshall Corp., 40 N.Y. Supp. 
(2) 391 11943). 
isd)? Ronald Co. 0. Marshall Corp., 291 N.Y. 227 
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decisions were one by a Federal Circuit 
Court, which held that sales of stock pur- 
chased by a corporation for resale to its 
employees result in a gain or loss as in or- 
dinary commercial dealings,”* and a dictum 
by a Virginia court, that profit on sale of 
treasury stock is a surplus from which 
dividends may be paid.”® 

While accountants generally treat the 
setting up of a donated surplus with cau- 
tion, some legal decisions permit such a 
surplus on the books and even say that a 
donated surplus may be the basis for 
a dividend distribution.*® One New York 
decision, however, echoes the need for 
caution, in saying that surplus arising 
when stock has been donated should only 
be considered as available for dividends 
after carefully checking over all asset val- 
ues in order to be sure that there is no 
existing impairment of capital which could 
be written off out of surplus.™ 

The decisions on the subject of revalua- 
tion surplus again depend upon the inter- 
pretation of the state dividend statute. 
The leading New York Supreme Court 
case of Randall v. Bailey,” affirmed by the 
Court of Appeals in another important de- 
cision,® approved of the revaluation surplus 
as a source of dividends because the stat- 
ute forbade only impairment of legal 
capital, the court pointing out that revalu- 
ation surplus is available for dividends 
because the New York statute says so, 
regardless of whether or not this is good 
accounting. New York has also approved 
of revaluation surplus as the basis for the 
purchase of treasury stock.* 


37 Winkelman v. General Motors, 44 Fed. Supp. 960 
(1942). 

38 es v. Edison Bros. Stores, 133 Fed. (2) 577 
(1943). 

29 Starring v. Kemp, 188 S.E. 174 (Va. 1936). 

% People v. Knight, 89 N.Y. Supp. 72 (1904); People 
. Travis, 157 N.Y. (1916). 

a People v. Knight, o 

23 N.Y. Supp. 73 "(1940). 

® Randall ». Bailey 288 N.Y. 280 (1942). 

Morte, 36 N.Y. Su upp. (2) 756 (1942); 
McCannon v. Lusk-Mitchell, 292 N.W. 82 (S.D. 1940). 
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Decisions in California** and by the 
United States Supreme Court, however, 
have rejected the revaluation surplus as a 
basis for distribution of dividends to stock- 
holders. A Utah decision agrees with the 
opinion of most accountants in holding 
that it is a misrepresentation to exhibit as 
“surplus” a revaluation surplus without 
indicating that it did not arise from earn- 
ings.*? 

To summarize, it can be readily seen from 
the above study of the cases that, however 


% So. Cal. Home Builders v. Young, 188 Pac. 586 
(Calif. 1920). 

% LaBelle Iron Works v. U.S., 256 U.S. 377 (1921). 

37 Burningham v. Burke, 245 Pac. 977 (Utah 1926). 


laudable might be the campaign to sub. 
stitute other terms for the accounting title 
“surplus,” it cannot truly be justified by 
the assertion that the word is misunder- 
stood by the courts, or has a different 
meaning in the law from what it has in ac- 
counting. That the courts should compre- 
hend the significance of “surplus” in 
corporation accounting is only natural, 
since the corporation itself is a creature of 
the law. Many states have even gone so far 
as to define by statute how a corporation 
shall set up its surplus accounts. Both the 
lawyer and accountant thereby under- 
stand this technical term and, by and large, 
have the same conception of its meaning. 
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tion of abstracts of doctoral disser- 

tations in accounting begun in the 
October, 1955 issue of the REviEW. The 
shorter of these abstracts naturally are 
only indicative of the problem explored by 
the author. Where the reader’s interest is 
stirred by the abstract, further information 
about the particular study may be ob- 
tained from the author of the dissertation. 
Most of these theses have not been pub- 
lished in full. However, it is often possible 
to secure an unpublished thesis through 
inter-library loan. Also the university li- 
brary usually can supply photostatic 
copies at a reasonable cost and perhaps 
microfilm reproductions at even lower 
costs. Of course, it is necessary to observe 
any copyright restrictions by getting the 
author’s written consent before any ma- 
terial is released. 

Anyone interested in any of these studies 
should write to the author, or to the library 
of the school where the dissertation was 
done. 


Te is a continuation of the presenta- 


ADAPTABILITY OF ACCOUNTING 
TO DIFFERENT SOCIAL 
SYSTEMS 


Edwin Joe DeMaris 
University of Illinois, 1955 


Accounting adaptability is considered to 
mean accounting’s ability to accommodate 
itself to social systems having differing po- 
litical ideas, social goals, and economic 
institutional alignments, without loss of 
usefulness or significance of accounting 
data. By accounting is meant enterprise 


accrual accounting as it is found in the 
United States. Accounting’s primary func- 
tion is that of providing significant and 
useful data about business enterprises and 
so, if in its adaptations to the needs of 
enterprises operating under differing social 
and economic settings, accounting data 
attains its established level of significance 
and usefulness, presumably there has been 
no limitation on its adaptability to its new 
environments. 

The thesis problem presents itself be- 
cause of the present observable trend away 
from free market economies and towards 
managed or controlled economies. The up- 
surge of the latter has been accompanied 
by the imposition of extensive limitations 
upon the free market apparatus; it is today 
seldom permitted the ascendency it com- 
monly attained in the nineteenth century. 
And in some economies other antecedents 
of the kind of social systems in which en- 
terprise accrual accounting was developed 
have been modified or virtually eliminated 
from the social and economic matrix. Thus 
the political, social and economic back- 
ground conditions for accounting use have 
changed and at present the raw material of 
accounting—priced-exchange transactions 
—is being produced under a variety of dif- 
fering conditons found among the modified 
capitalistic and planned economies in the 
world today. This development provokes 
the central question of the thesis problem 
which is, whether changing or differing 
antecedents of priced-exchange transac- 
tions may have an effect upon the signifi- 
cance and usefulness of accounting data 
itself. 
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It follows that a considerable portion of 
the thesis is devoted to the matter of how 
prices are determined under various sys- 
tems of social and economic organization. 
Social systems considered in this regard in- 
cluded the United States, Australia and 
New Zealand, Great Britain, Nazi Ger- 
many, and the Union of Socialist Soviet 
Republics. The attempt was made to as- 
certain the role of accounting within each 
of the economies mentioned and to ap- 
praise the usefulness and significance of the 
accounting data provided therein. 

On the question of the adaptability of 
accounting to modified capitalistic and 
planned economies it is apparent that ac- 
counting has more than survived the in- 
stitutional changes wrought in those 
social systems. It remains to be demon- 
strated, however, whether accounting is 
fully adaptable in the sense defined in the 
thesis unless there is extant in the social 
system in which accounting is being used 
effective exchange of the type character- 
istic of a free market economy. 


ECONOMIC SIGNIFICANCE OF THE 
RECIPROCAL TRADE AGREEMENT 
PROGRAM TO CALIFORNIA 
PRODUCTION AND 
TRADE 


George Gibbs 
University of California, 1955 


The three sectors of the California 
economy analyzed in this study were man- 
ufacturing, agriculture, and mining. These 
three sectors accounted for 27.9 per cent of 
the economic activity in 1950, as measured 
by employment, and were selected for 
analysis because their products become, or 
compete with, imports and exports. Other 
sectors not included are construction, com- 
munication, transportation, marketing, 
and financial activities. Although these 
are affected indirectly, they are beyond 
the scope of this study. 
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Preliminary analysis of the relations 
among production, foreign trade, and the 
concessions in tariff rates or changes in 
quotas of the 83 trade agreements or ex- 
tensions, was made for two periods: 1935 
through 1940 and 1946 through 1953. Few 
agreements were negotiated and foreign 
trade was subjected to many artificial con- 
trols during World War II. The conces. 
sions were negotiated under the authority 
of the Reciprocal Trade Agreements Act of 
1934. Most of the agreements affective 
after 1947 were negotiated under the aus. 
pices of the contracting parties of the 
General Agreement on Tariffs and Trade, 

The procedure was to select from 202 
industries, 62 agricultural products, with 
their 123 tariff classifications, and 12 min- 
erals, those items which are most impor- 
tant to California; then to select from such 
items the ones involved in foreign trade. In 
each case specific products were listed be- 
cause the trade agreement concessions are 
mainly on specific classifications. 

Several statistical measures were devel- 
oped to estimate the effect of the 603 con- 
cessions studied. Of the 12 import products 
which were selected by these measures for 
detailed analysis, only six were found to 
have been effected by the trade agree- 
ments. Of the 14 export products selected, 
only nine were found to have been affected. 

The results of the statistical analysis of 
products of the California economy have 
shown modest benefit accruing to certain 
industrial, agricultural, and mineral enter- 
prises following trade agreement conces- 
sions. It appears that these benefits tended 
to raise the real income of the people of 
California to a small degree. The effects 
were somewhat obscured by other factors, 
as there has been a major business revival, 
a continuing growth, and a world war dur- 
ing the period studied. Nor were conces- 
sions the only changes affecting foreign 
trade for quotas and other restrictions 
have been imposed and lifted during the 
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period, exchange rates have been subjected 
to control, and trade has been stimulated 
by foreign aid and military programs. 

There have been national benefits, of a 
political nature, accruing likewise to the 
people of California, due to the improved 
international relations with other countries 
of the free world, by virtue of the fact that 
the United States has been willing to con- 
tinue the reduction of trade barriers. 

Thus it is concluded that the Reciprocal 
Trade Agreements Program has been bene- 
ficial to the people of the State of Cali- 


fornia. 


A COMPARISON OF ACCOUNTING 
CONCEPTS AND STANDARDS EX- 
PRESSED IN A SELECTED GROUP 
OF COLLEGE TEXTBOOKS WITH 
OTHER CURRENT LITERATURE 


Lincoln Jay Harrison 
Ohio State University, 1953 


This study is primarily concerned with 
analyzing the major concepts, standards, 
tules, and procedures of accounting as pre- 
sented in a selected group of college text- 
books and in current literature in order: 
(1) to ascertain the underlying theories 
which serve as the framework for ac- 
counting techniques; (2) to determine the 
degree of agreement among authors of the 
textbooks concerning the controversial ac- 
counting problems which have been cre- 
ated by the complexities of large-scale 
business operations; and (3) to compare 
the views expressed by the authors with 
those advocated in other current literature. 

As a basis for the study, a critical analy- 
sis has been made of twenty college text- 
books which are representative of those 
used in elementary, intermediate, and ad- 
vanced classes in general financial account- 
ing in colleges and universities throughout 
the country. The textbooks have been 
limited to those published since 1946, the 
belief being that efforts would have been 
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made to bring them up-to-date and incor- 
porate changes in procedures and philoso- 
phies growing- out of the immediate 
pre-war and the post-war developments. 

The contemporary literature, with 
which the textbooks have been compared, 
consists of monographs and other publica- 
tions of the American Institute of Ac- 
countants and the American Accounting 
Association, including also material which 
has been published in connection with 
special research projects in the field of ac- 
counting and related areas. Except for a 
few cases, where the historical aspects of 
particular problems are considered impor- 
tant, the study has been restricted to a 
consideration of the literature appearing 
since 1939, the year the American Insti- 
tute of Accountants began the publication 
of its research bulletins. 

Chapters II and III are devoted to a 
consideration of the general nature and 
scope of accounting, basic assumptions 
and conventions, limitations of accounting 
records, accounting doctrines, and rela- 
tionship between economics and account- 
ing. The failure of a large number of 
persons to understand the basic assump- 
tions serving as the framework for account- 
ing methods has undoubtedly been the 
cause of much adverse criticism. The limi- 
tations inherent in accounting are not 
widely appreciated. A review of contem- 
porary literature reveals that many writers 
place emphasis on the conventional char- 
acter of a large number of the accounting 
procedures. It appears that authors of 
textbooks on general accounting theory 
and practice could well adopt the policy 
of setting forth very clearly the basic as- 
sumptions of accounting. Students then 
could better understand the theories and 
procedures which are presented in the 
classroom. 

Among the basic assumptions and con- 
ventions discussed in the dissertation are 
the entity convention, going concern 
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theory, accounting period, the valuation 
convention, and assumption of a stable 
monetary unit (about which there has 
been so much discussion in recent years). 
Accounting literature makes mention of 
several so-called doctrines which are gen- 
erally described as the doctrines of dis- 
closure, materiality, conservatism, and 
consistency. 

One could hardly analyze the principal 
conventions and assumptions upon which 
the body of accounting rules, procedures, 
and standards is based, without being 
aware of the limitations of accounting. If 
not specifically pointed out, certain as- 
pects of what accounting cannot do or 
should not be expected to do are surely 
implied. Accounting records are not a 
substitute for a business “personality,” 
created by a good product, efficient em- 
ployees, good management, etc., which 
causes one firm to outdistance its com- 
petitors. 

A review of a selected group of textbooks 
used in college classes seems to indicate a 
need for improvement with regard to a 
clear presentation of the basic assump- 
tions and limitations of accounting. How- 
ever, it should be said that several text- 
books discussed these aspects of account- 
ing in an excellent manner. 

Other chapters of the dissertation pre- 
sent contemporary thought with regard to 
such matters as the measurement of in- 
come, depreciation, the effect of changing 
price levels on the measurement of in- 
come, clean surplus and current operating 
concepts, accounting terminology, etc. 
Summaries and comments on the treat- 
ment of various concepts in textbooks are 
presented in each case. On these issues the 
textbooks and current literature are in 
rather close agreement. 

Upon the basis of his findings, the 
writer concludes that there is a general 
uniformity and agreement among leading 
accounting writers with regard to the most 


important, basic concepts and standards 
of accounting. During the past ten or fif- 
teen years a number of highly controver. 
sial issues in accounting have been settled, 
resulting in the establishment of certain 
underlying standards which have found 
widespread favor among the members of 
the profession. 

Indeed, it can now be said that there 
are few areas where significant differences 
of opinion exist. This does not mean that 
the search for accounting principles has 
ended. Rather, it signifies only that much 
progress has been made and that it can be 
said with a reasonable degree of assurance 
that the members of the profession will 
continue to apply themselves toward the 
improvement of existing techniques and 
standards and toward seeking out better 
and more useful ways to make financial 
reporting more useful, accurate, and un- 
derstandable. 


THE FEDERAL INCOME TAX: 
1861 TO 1872 


Harold Q. Langenderfer 
Indiana University, 1954 


The ultimate incentive to every inves- 
tigation must be a certain curiosity 
aroused by some observed fact. Fact situ- 
ations which grow out of existing laws 
naturally turn one’s curiosity to why such 
a law should be on the statute books. 
Especially is this true where the particular 
law, or its impact, has almost come to be 
taken as commonplace, accepted as a mat- 
ter of course. 

This study was stimulated by what may 
be called a great mass of observable facts— 
the present day Federal Income Tax 
Law. In a sense, one may take the Income 
Tax in the United States in 1954 as a single 
fact and explain its existence in very gen- 
eral terms, such as the need for revenue, 
the redistribution of wealth, war emergen- 
cies, etc. But if one becomes interested in 
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the details of the statute, he sees not a 
single fact, but a multitude of sections 
dealing with the greatest variety of general 
and particular situations, a great complex- 
ity of provisions, exceptions, and excep- 
tions to exceptions. If he is not hopelessly 
overwhelmed by the amazing intricacy of 
the statute, he becomes curious as to how 
all of this came about. Surely, one thinks, 
it could not have sprung full-blown to its 
present status; it must have had a much 
smaller beginning after which provisions 
and exceptions, seemingly without end, 
must have been piled on. 

Behind all of these additions and in- 
tricacies, as well as behind the first statute, 
there must have been social-fiscal-legal 
reasons. There must have been impelling 
forces which initiated the statute that has 
grown so unwieldy. And perhaps more 
important, there must have been reasons 
behind each section and provision—per- 
haps a need for more revenue, the desir- 
ability of taxing a new group, the plugging 
of a loophole, or the curbing of the rich 
and powerful in favor of the poor and un- 
derprivileged. At least it is clear that if one 
attempts to understand in detail the fact 
of the present day income tax statute, he 
can do so only if he is aware of all these 
whys and wherefores of its existence. 

The first income tax was passed by the 
Congress of the United States in 1861. 
More or less ever since, we have been ad- 
vocating, denouncing, revising, and experi- 
menting with this great engine for raising 
revenue and readjusting social and eco- 
nomic relationships. Perhaps the most 
fertile period for investigation of the in- 
fluences which have shaped our present 
law has been since 1913. But it is surpris- 
ing to note what striking similarities in 
problems and solutions exist between the 
present law and the acts of the Civil War 
period. 

In studying the development of the 
present law, it is obvious that the whole 
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field, from the beginning, must eventually 
be covered; but a beginning had to be 
made, and it was first thought that the 
proper place was with the Civil War acts, 
that is, with out first national income tax. 
But it was soon discovered that this was 
not the place of real beginning, since, to a 
considerable extent, these acts were the 
product of earlier English taxing acts. 
Thus it was necessary to make a prelim- 
inary examination of those acts. 

This study lays no claim to being ex- 
haustive of the whole legislative evolution 
of federal income taxation in the United 
States. It is limited to the Civil War period 
with some reference to the antecedent Eng- 
lish laws. But it is detailed. It was 
thought that if one really wanted to know 
why the United States turned to the col- 
lection of taxes measured by income it was 
necessary to look to the very fine points. 
As far as possible, the objective has been 
to elicit the reason behind every provision 
and section of the Civil War acts as shown 
by the debate concerning its adoption, 
modification, and repeal. It is hoped that 
further research will lead to the eventual 
filling in of the large gap between the Civil 
War period and the present law. 

In Chapters II-IV of this study the 
historical, financial, and legal background 
of the Federal Income Tax is disucssed. 
Chapters V through IX analyze the in- 
come tax laws that were passed from 1861 
through 1870 and include a consideration 
of the financial and political background, 
congressional debate, operation of the 
laws, public reactions to the tax, and offi- 
cial rules and regulations. There are two 
major sub-divisions in these chapters. 
Part I deals with the Congressional de- 
bates on a chronological basis. Part II is 
further sub-divided on a substantive basis 
under the following headings: (1) Concepts 
of Income; (2) Deductions; (3) Exemp- 
tions; (4) Rates; (5) Capital Gains; 
(6) Administration; (7) Special Corpora- 
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tions; and (8) Miscellaneous Provisions. 
Space does not permit a consideration of 
the Civil War income tax acts here. But 
the following material does include a con- 
sideration of the historical and financial 
background and a summary on the success 
of the tax from a financial and an adminis- 
trative standpoint. 


HISTORICAL BACKGROUND OF 
AMERICAN INCOME TAXES 


The widespread utilization of the in- 
come tax throughout the world during the 
nineteenth and twentieth centuries was the 
culmination of a long period of develop- 
ment of the criteria of ability to pay. The 
use of income as a criterion of ability to 
pay, plus the concomitant development 
of the income tax, were manifestations of a 
gradual change in the economic and social 
patterns, influenced primarily by the ad- 
vent of the era of industrialization. This 
shift to an acceptance of the income tax 
as a basic method of financing central gov- 
ernments came about slowly at first, par- 
ticularly in the nineteenth century, and 
then continued rapidly in the early part of 
the twentieth century. 

The historical experience which eventu- 
ally led to the acceptance of the income tax 
as one of the fundamental bases for sup- 
porting the cost of government serves as a 
backdrop for the problems that were cre- 
ated and the principles that were devel- 
oped, especially out of the experiences of 
England, the colonies, and the States. In 
England, for instance, the need for na- 
tional revenue to fight a war was the 
impetus that led William Pitt to adopt an 
income tax. Perhaps it would have been 
adopted later anyway, but the pressing 
need for revenue hurried its adoption. The 
same pressing situation was pertinent to 
the adoption of the Civil War income tax. 
In between these experiences of England 
and the United States there was a gradual 
development of fiscal policy by the col- 
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onies and the states until an income tax 
emerged as an important source of 
revenue. 


FINANCIAL BACKGROUND: 1789-1860 


The dominant characteristic of the fiscal 
philosophy of the United States for the 
first seventy years of its existence was the 
antipathy toward internal taxation. This 
antipathy was fostered by the hereditary 
and environmental factors which con- 
trolled the thinking of the people and in- 
fluenced the form of revenue system used 
by the Federal Government. The heredi- 
tary factor was the English background of 
the American people, which they remem- 
bered for the visits of the tax-gatherer and 
for the dictatorial influence of the English 
government in shaping their private lives. 
The environmental factors consisted of 
(1) the absence of legal restraint in the 
isolated regions of the United States, 
(2) the lack of communication among com- 
munities, and (3) the suspicion that a 
strong central government would favor 
some sections of the country to the detri- 
ment of other sections. 

The colonies had come to America to 
shake off the yoke of the mother country, 
and there was no desire to have another 
national government which would be in- 
herently as powerful as the English gov- 
ernment had been. This _hereditarily 
fostered animosity to government inter- 
ference was perpetuated by the environ- 
mental factors of poor communications 
and inter-regional suspicions, both of 
which tended to render centralized govern- 
ment control ineffective. 

This aversion to internal taxation re- 
sulted in a reliance on tariff duties for 
revenue. These customs receipts were suffi- 
cient to keep the government on a reason- 
ably sound financial basis between 1789 
and 1855. But when this philosophy was 
put to a severe test as a result of the defi- 
cits in the late 1850s and as a result of the 


Civil W 
factory. 
stimula: 
extent « 
necessit 
ment Cc 
reasona 
taxes t 
environ 
sections 
cause 
that the 
the indi 
strenuo 
burden 
more 
ence tl 
fairer s 
den pr 
income 
evitable 
ternal t 
not rec 
in whic 
debt w 
toms re 
govern! 
ing fir 
which 

empha: 
countr 
rect ou 
period 
govern 
of a fii 
achieve 
pattert 
was to 


Cc 
Not 
fiscal 
oversh 
from 
aspect 
especis 


Abstracts of Dissertations 


Civil War, it was not the least bit satis- 
factory. The pressing need for funds 
stimulated a reliance on loans, but the 
extent of this practice was limited by the 
necessity of a tax base to maintain govern- 
ment credit and permit borrowings at a 
reasonably rate of interest. The type of 
taxes to be levied was influenced by the 
environmental conditions, especially the 
sectionalist aspect of the country. Be- 
cause the western and southern states felt 
that they were being unfairly burdened by 
the indirect effect of the tariff system, they 
strenuously objected to a direct tax, the 
burden of which also would fall on them 
more than proportionately. Their insist- 
ence that the eastern states accept a 
fairer share of the government’s tax bur- 
den probably made the adoption of the 
income tax inevitable. It also seems in- 
evitable that most people expected the in- 
ternal taxes to be temporary. But they did 
not recognize that a new era was at hand 
in which government expansion and war 
debt would require more funds than cus- 
toms receipts would supply. The people in 
government were in the process of develop- 
ing financial and industrial conditions 
which were commensurate with the new 
emphasis on national life toward which the 
country was irresistibly tending as a di- 
rect outgrowth of the Civil War. The war 
period was a formative one for federal 
government finance. It marked the end 
of a fiscal reorganization; the nation had 
achieved its majority and the financial 
pattern established at this time eventually 
was to be crystallized into permanent form. 


CRITIQUE ON THE SUCCESSFULNESS 
OF THE TAX 


Notable results were achieved from a 
fiscal point of view, but this success was 
overshadowed by the defects in the laws 
from a theoretical and an administrative 
aspect. The administration of the tax was 
especially ineffective, the degree of which 
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was ably expressed by Senator Morrill on 
the floor of the Congress when he said that 
the income tax was but little more than the 
amount which each individual chose to 
pay on his own estimate of his income. The 
law did not last long enough for the ad- 
ministrative machinery to substantially 
improve, and the difficulties were en- 
hanced after the war by a hostile public 
attitude. This attitude could have been 
expected for a certain period after the 
origination of the tax, and unfortunately, 
the tax did not last long enough for the 
feeling of repugnance toward it to abate. 
In the face of a hostile public sentiment, 
even the best administrative methods are 
ineffective, and when there is a combina- 
tion of poor administration and popular 
prejudice, the results, insofar as produc- 
tiveness and equitability were concerned, 
were assured of being a comparative 
failure. 


CONCLUSION 


Certain lessons have been learned from 
this study. The detailed consideration of 
the individual laws of the Civil War pe- 
riod has indicated what a slow, laborious 
process the evolution of the practical ap- 
plication of tax theory is. Yet when the 
laws of that period are compared with 
present statutes, there is a realization that 
evolutionary progress is being made. But 
progress comes not only from taking pains 
but also in having pains. The awareness of 
this concept made it possible to emphasize 
the “growing pains” that evolved out of 
the Civil War tax laws. At the same time 
it was possible to demonstrate that the 
current law is just as much a product of its 
background as the Civil War taxes were a 
product of the English system of income 
taxation. 

Another observation developed from 
this study is the fact that the success of 
an income tax depends primarily upon two 
factors: proper administration and general 
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acceptance by the people. The adoption of 
the principle of the income tax and the 
enaction of a law providing for its imposi- 
tion are not enough. The tax must be in 
harmony with the administrative possi- 
bilities and with public sentiment. 

The income tax of the Civil War period 
gradually became more and more effective 
as the administrative machinery improved, 
and it remained effective as long as the 
people accepted it as a necessary adjunct 
to waging a successful war. But as soon as 
the war was won, the general attitude of 
the people indicated that they were desir- 
ous of reverting to external taxation as the 
main source of financial support for the 
federal government. The vocal animosity 
toward the income tax eventually led to its 
abolition. 

It seems likely, however, that there was 
an inevitable trend toward permanent 
adoption, which would have occurred 
sooner or later regardless of any emergency 
impetus. This seems probable because gen- 
eral economic conditions had engendered 
a shifting of the basis of taxable faculty 
which made it generally recognizable that 
the best criterion of ability to pay was to 
be found in income. The income tax of the 
Civil War period was merely a step in this 
irresistable trend toward the acceptance 
of the income tax as a permanent part of 
of the federal revenue system in the 
United States. 


THE THEORY AND TECHNIQUE 
OF COST ACCOUNTING IN THE 
HOSIERY INDUSTRY 


A. Weyman Patrick 
University of Michigan, 1955 


The purpose of this study is to present 
the theory underlying standard costs and 
to suggest techniques for their use in the 
hosiery industry. The unsound costing 
methods employed by many companies 
have resulted in part from the nature of 


the industry itself and in part from the 
dearth of material on the application of 
proper costing procedures to problems 
peculiar to hosiery manufacturing. This 
lack of material on the subject and the 
importance of good costing in periods of 
highly competitive economic conditions 
provided a stimulus for this study. 

Although the study has not been for- 
mally divided into sections, the material 
has been presented in such a way that it 
falls into three parts: (1) the history of the 
knitting industry, and the economics of 
the hosiery industry; (2) the theory of 
standard costs; and (3) techniques and 
methods for employing standard costs ina 
hosiery manufacturing company. 

The first two sections, which include 
Chapters I through ITI, primarily provide 
background information for the last sec- 
tion, Chapters IV through XII. Although 
the first three chapters are not concerned 
with cost accounting in the hosiery indus- 
try, they are nevertheless intimately re- 
lated to the last nine chapters. 

Discussions of the problems encountered 
in setting standards for the various com- 
ponents of manufacturing costs are pre- 
sented in Chapters V through VIII. The 
cost sheet and its uses are set forth in 
Chapter [X. The incorporation of stand- 
ard costs into the accounts through the 
medium of journal entries is illustrated in 
Chapter X, along with detailed examples 
of the analysis of departmental variations. 
Chapter XI stresses the importance of 
good reporting, and presents several exam- 
ples of reports which should be useful to 
management. Chapter XII provides a 
summary of the conclusions and recom- 
mendations of the writer. 

No attention has been given to costing 
for yarn processing or to setting standards 
for selling and administrative expenses. 
The work deals only with accounting for 
costs of manufacturing hosiery. No cost 
system as such as been developed. Rather, 


this en 
sion of 
counti 
develo 
sense 
mecha 
collect 
of acc 
these 1 
who 
techni 
to eac 
The 
sound 
the he 
cost ¢ 
selling 
Ger 
from 
follow 
shouk 
shoul 
of ma 
pacity 
upon 
(4) ir 
goods 
that 
prices 
syste: 
shoul 
spons 
be ne 
their 


ACC 
T! 


| 
TI 
= analy 
Serve 
empl 
accol 
final 


this endeavor has been aimed at a discus- 
sion of the problems of standard cost ac- 
counting, and it does not attempt to 
develop bookkeeping procedures in the 
sense of constructing forms, adapting 
mechanical equipment to particular data- 
collecting jobs, or even developing a chart 
of accounts. With applicable principles, 
these matters can be best handled by those 
who have an intimate knowledge of the 
technical limitations of resources available 
to each firm. 

The results of the study indicate that 
sound costing methods are important in 
the hosiery industry both for purposes of 
cost control and for use in establishing 
selling prices. 

General conclusions which can be drawn 
from this study may be summarized as 
follows: (1) standard cost accounting 
should be employed, (2) cost standards 
should be established for each component 
of manufacturing costs, (3) practical ca- 
pacity should be used as the capacity basis 
upon which to set burden standards, 
(4) inventory figures for each quality of 
goods should be determined in such a way 
that they are proportional to the selling 
prices of those goods, and (5) an adequate 
system of comparative internal reports 
should be devised in order that those re- 
sponsible for the incurrence of costs will 
be notified immediately of the results of 
their operations. 


ACCOUNTING THEORY AND PRAC- 
TICE CONCERNING THE USE 
OF NET WORTH 
Donald Harvey Skadden 
University of Illinois, 1955 


This study is primarily an historical 
analysis of accounting for net worth re- 
serves from 1900 to 1950 in America. The 
emphasis is on the nature and use of the 
accounts, how they were created, and their 
final disposition. The final chapter includes 
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the author’s proposed integrated theory of 
net worth reserves. 

The historical portion of the thesis is in 
three basic divisions: (1) Case studies of 
the reserve accounting of United States 
Steel Corporation from 1902 to 1950, In- 
ternational Harvester Company, 1907-— 
1950, and Swift and Company, 1916-1950. 
These companies were chosen because they 
have used reserves extensively, and have 
published reasonably informative reports 
for many years. (2) A summary of general 
reserve theory for the fifty years. (3) a 
discussion of eleven individual types of 
reserves including both their theoretical 
developments and examples of their uses 
in actual practice. The accounts so dis- 
cussed are reserves for: general contin- 
gencies, insurance, war and postwar 
operations, inventories, high cost additions 
to assets, sinking funds, asset expansion 
and improvement, treasury stock, taxes, 
repairs and maintenance, foreign opera- 
tions, and employee pension funds. The 
information for all three sections came 
from a study of annual reports plus an 
extensive review of accounting and finance 
literature from 1900 to the present. 

The historical study of reserve account- 
ing led to the development of an inte- 
grated theory of net worth reserves. It is 
contended that the net worth accounts 
should not be considered individually, but 
should be part of an integrated group of 
accounts. Surplus reserves can be very use- 
ful if used properly. Surplus reserves 
should be divorced completely from cap- 
ital surplus and identified exclusively with 
earned surplus. The reasons for retaining 
earnings, as manifested by the many dif- 
ferent surplus reserves, can be summa- 
rized in six basic categories. These are, 
earnings retained for: (1) possible future 
needs, (2) future asset expansion, (3) debt 
or preferred stock retirement, (4) other 
legal or contractual restrictions, (5) divi- 
dend stabilization. The total of these 
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categories should be the total of earned 
surplus. The decisions to retain income are 
primarily managerial, but this is an area in 
whichaccountantscan render valuableserv- 
ice in supplying information necessary to 
make such decisions and in assisting in the 
reporting of those decisions. In the admin- 
istration of surplus it is desirable for man- 
agement to analyze earned surplus 
periodically, and reappraise the need and 
necessity for each of the six categories. In 
retaining earnings it is important that 
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these categories be as mutually exclusive 
as it is possible to make them. In reporting, 
it is desirable to follow what might be 
called an “all or nothing” policy. When 
just part of the surplus is indicated as 
“reserved” the immediate implication is 
that the unreserved portion is available 
for immediate distribution. It is more de- 
sirable either to show the earned surplus in 
one figure, or to break it down completely 
and show all the basic categories that ap- 
ply in the particular case. 
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REPORT OF THE ANNUAL 
CONVENTION 


R. C. Cox 
Secretary-Treasurer 


ican Accounting Association was one 

of the most successful and enjoyable 
in its history. It was held on August 30, 
31, and September 1, in Philadelphia, 
Pennsylvania, with the Wharton School of 
Finance and Commerce, University of 
Pennsylvania, as host. 

Since previous issues of the ACCOUNTING 
Review have carried the complete con- 
vention program, only a few brief com- 
ments need be made in this article 
concerning it. 

The ladies’ program included tours of 
Valley Forge Park and historic Philadel- 
phia, with a luncheon at Old Bookbinders. 
Activities of the children, in addition to 
the tours of Valley Forge Park and Phila- 
delphia, consisted of visits to Franklin 
Institute, the Botanical Gardens, the 
University Museum, and other points of 
interest, movies and other entertainment 
provided at Houston Hall. 

At the luncheon meeting on Tuesday, 
Acting Dean Thomas A. Budd of the 
Wharton School made a welcoming address 
and Maurice H. Stans, President of the 
American Institute of Accountants, spoke 
on the subject, ‘Accounting in Govern- 
ment.” 

President Willard J. Graham presided 
at the business meeting and luncheon on 
Wednesday. Brief reports were given by 
the Editor of the AccouNTING REvIEw, by 
the Secretary-Treasurer, and by the Di- 
rector of Research. President Graham 
reviewed his activities during the year 
and also summarized the work of Associa- 
tion committees. The report of the Com- 
mittee on Nominations (Russell H. 
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Hassler, A. C. Littleton, Perry Mason, 
Frank P. Smith, and Harvey G. Meyer, 
Chairman) was presented by Chairman 
Meyer: 


President—John Arch White, Univer- 
sity of Texas 

Vice-President—Andrew H. Barr, Se- 
curities and Exchange Commission 

Vice-President—A. R. Coleman, Uni- 
versity of Virginia 

Vice-President—C. A. Moyer, Univer- 


sity of Illionois 
Secretary-Treasurer—R. Carson Cox, 
Ohio State University 


Director of Research—Sidney David- 
son, Johns Hopkins University 

Editor of the AccouNTING REVIEW— 
Frank P. Smith, University of Michi- 
gan. 


A motion was made from the floor and 
carried accepting the report of the Com- 
mittee on Nominations and instructing the 
Secretary-Treasurer to cast a unanimous 
ballot for election of the above named 
persons. 

A moment of silence was observed in 
memory of those members of the Associa- 
tion who had died since August 31, 1954. 

After the banquet on Wednesday even- 
ing, President Graham introduced the 
members of the Committee on Convention 
arrangements, the Ladies’ Program Com- 
mittee, and the persons seated at the 
speakers’ table, including President-elect 
John Arch White, who made a brief ac- 
ceptance speech. Mr. Alfred H. Williams, 
President, Philadelphia Federal Reserve 
Bank, Member of the University of Penn- 
sylvania Board of Trustees, and former 
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Dean of the Wharton School of Finance 
and Commerce, gave a very interesting ad- 
dress tracing the history of the Wharton 
School at the University of Pennsylvania 
and telling of the tremendous role played 
by schools of business in the development 
of leadership in the field of business. 
Vice-President Martin L. Black re- 
ported that the Alpha Kappa Psi award 
was made to Carman Blough for his con- 
tribution to the field of accounting. 
Presentation of the award of a Life Mem- 
bership in the American Accounting 
Association was made by Past President 
S. Paul Garner with the following citation: 


Carman G. Blough received his A.B. from 
Manchester College and did graduate work at 
Wisconsin, Columbia, Harvard and Chicago. His 
Alma Mater, Manchester College, awarded him 
an LL.D. degree in 1944. He is a CPA in nine 
states. 

Mr. Blough has had a continued interest in 
accounting education, having served for several 
years as Professor of Accounting and Head of the 
Department at the University of North Dakota, 
as a professor at Armour Institute of Technology, 
and as an Adjunct Professor of Accounting at 
Columbia. 

He has long been a member of our own Associ- 
ation and served as President in 1944. 

In 1934 Carman Blough began his service 
with the Securities and Exchange Commission as 
Assistant Director of the Registration Division, 
and served as the SEC’s first Chief Accountant 
until 1938. 

From 1938 to 1942 Mr. Blough was Manager 
and Partner of Arthur Andersen and Co. in Chi- 
cago. 

During World War IT, he was Chief of the Con- 
tract Review Branch and Director of the Pro- 
curement Policy Division of the War Production 
Board and served as that Board’s representative 
on the Price Adjustment Boards of the War, 
Navy, and Treasury Departments, Maritime 
Commission, and War Shipping Administration. 
Later he was a member of the U. S. War Contracts 
Price Adjustment Board and Consultant on 
Renegotiation and Termination to the War Pro- 
duction Board. 

Mr. Blough has been Director of Research of 
the American Institute of Accountants since 
1944, During the succeeding period many studies 


of major importance have been made by him or 
under his guidance by members of his staff, and 
by Committees of the Institute with which he has 
been in close association. In this capacity he has 
made many distinctive contributions not only to 
accounting literature but to accounting practice, 
He has notably contributed to the progress in 
codification of accounting principles and auditing 
standards that has taken place in recent years. 

For his outstanding achievements in the ac- 
counting profession, Mr. Blough was honored 
with an American Institute of Accountants Dis- 
tinguished Service Award in 1953 and was named 
to the Ohio State University Accounting Hall of 
Fame in 1954. 

In recognition of his outstanding contribution 
to the accounting profession, to accounting 
thought, and to accounting education, the 
American Accounting Association awards the 
Alpha Kappa Psi award for 1955 to Carman 
Blough. 


Following the banquet session, the 
Philadelphia Chapter of the Pennsylvania 
Institute of Certified Public Accountants 
entertained at an informal dance held at 
the Penn-Sherwood Hotel. 

At the final luncheon session of the con- 
vention on Thursday, Dean Clarence A. 
Kulp was introduced for a few brief re- 
marks on this, the first day of his admin- 
istration as Dean of the Wharton School of 
Finance and Commerce, He was followed 
by Commissioner T. Coleman Andrews, 
who gave a most interesting and timely 
address on the subject “Rebuilding the 
Internal Revenue Service.”’ 

One of the most interesting aspects of 
the convention was the plant visitation to 
the Fairless Works of U.S. Steel on Friday, 
September 2. About 110 members of the 
association visited the Fairless Works, 
making a complete tour of the plant in the 
normal production sequence. The Fairless 
Works is a fully integrated steel producing 
plant from the coking of coal through the 
production of finished hot- and cold-rolled 
sheets, bar mill and tin mill products. 
Among the products produced at the 
Fairless Works are carbon high-strength 
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and alloy steel ingots, blooms, billets, slabs 
bars, hot- and cold-rolled sheets, vitre- 
namel sheets, black plates, and electrolytic- 
coated tinplate. One of the high spots of 
the trip was the observation of the un- 
loading of Venezuelan ore at the thousand 
foot docking facilities. The Association is 
most appreciative for this opportunity, 
afforded members to observe the opera- 
tions of the Fairless Works made possible 
by the efforts of Mr. Arthur H. Bosse. 

The Association is greatly indebted to 
the Committee on Arrangements and the 
Ladies’ Program Committee for the ex- 
cellent facilities and arrangements made 
for us. We would like to express our sin- 
cere appreciation to all the staff members 
of the Wharton School of Finance and 
Commerce of the University of Pennsyl- 


vania and especially to the Committee 
members below: 


Professor and Mrs. Oscar S. Nelson 
Professor S, L. Bacon, Jr. 
Professor and Mrs. Edward W. Brennan 
Professor and Mrs. Thomas A. Budd 
Professor and Mrs. Robert G. Cox 
Professor and Mrs. William H. Hartzell, 
Jr. 
Professor and Mrs. Adolph Matz 
Professor and Mrs. Arthur D. Maxwell 
Professor and Mrs. James S. McAllister 
Professor and Mrs. John H. McMichael 
Professor and Mrs. Robert H. Mitchell 
Professor and Mrs. Samuel R. Sapienza 
Professor and Mrs. Edward Simmler, Jr. 
Professor and Mrs. Willard E. Stone 
Professor and Mrs. Rufus Wixon 
Professor and Mrs. Richard S. Woods 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Eprror’s Nore: Many of the experienced teachers, as well as some of the new ones have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug. 
gestions might well be made available to the other members of the teaching , emcee through The Teachers’ Clinic, 


Accordingly, contributions are hereby invited. Please address all correspon 


ence to Frank S. Kaulback, Jr., School 


of Commerce, University of Virginia, Charlottesville, Virginia. 


A CPA EXAMINATION TOPIC FREQUENCY ANALYSIS 


F. Crum 
University of Wichita 


One advantage of taking a CPA Review 
course from an experienced instructor is 
that it provides the inexperienced candi- 
date with an over-view of the types of 
questions and subjects most apt to be 
touched upon. The candidate needs to ac- 
quire perspective. Many students taking 
the examination immediately upon finish- 
ing their university training, do not know 
whether three hours spent in a review of 
process costs will be as valuable as three 
hours’ review of the break-even point or 
perhaps the subject of joint ventures. It is 
to aid such students that I have prepared 
the accompanying “Topic Frequency 
Analysis,” based on the nineteen Uniform 
CPA Examinations given from May, 1946, 
through May, 1955. I began this kind of 
analysis in 1949 and have been making 
annual revisions since that date. Such an 
analysis should be of value to the busy un- 
certified practitioner who must also face 
the problem of taking a “calculated risk” 
in the proportioning of his time to various 
subjects in his review for the CPA Exam- 
ination. 

A word of caution must be expressed in 
interpreting this analysis. The fact that a 
topic has been covered but two or three 
times in the past nineteen examinations is 
no guarantee it may not be given greater 
emphasis in the future. Every candidate 
faces this possibility. It is equally true that 
the fact that a given type of problem or 
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question has occurred many timesin thepast 
does not mean it might not be omitted for 
several years. Trends in types of examina- 
tion questions and problems are observable 
to anyone who has studied or read all the 
past CPA Examinations, but the general 
picture and types change very slowly and 
gradually. Another hidden factor that 
must be taken into account is the relative 
weight of the various topics. For instance, 
almost all questions and problems in 
process costs or application of funds are 
given heavy weight, up to 25 points per 
questions, whereas many questions in aud- 
iting are usually weighted about ten 
points each. Both types of question are 
counted equally in this analysis. 

Any such analysis as this is heavily sub- 
jective, dependent on the analyst’s think- 
ing as to where certain problems would 
generally come in his approach to the sub- 
ject as he teaches it or as his particular 
university has arranged its courses. Many 
of the longermoreinvolved problemsinclude 
more than one type of accounting situa- 
tion. For most of these the problem was 
classified in accord with the major point at 
issue, unless there were several major 
points at issue, in which case the problem 
was classified under each such grouping. 

How should this analysis be used? I 
suggest to my students that any topic 
with a frequency of more than five must be 
studied or reviewed most carefully, unless 
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the student considers he already has a 
satisfactory grasp of that subject. Such a 
topic carries odds greater than one to four 
that it may be given again on the next ex- 
amination. I suggest that those topics with 
a frequency of two or less be omitted from 
their organized review. In some cases they 
may retain enough of that subject from 
their previous study to get a reasonable 
answer, should it be asked, but in any 
event the probability is near one to ten, or 
less, of its being asked again on the next 
examination. Since almost all candidates 
must make a selection as to how they will 
use their hours of review study, taking this 
“calculated risk’’ does not seem unreason- 
able. At least it amounts to placing less 
study on those topics asked less frequently, 
and placing more study on those more apt 
to be repeated over and over again. In the 
area between two and five, i.e. for those 
topics with a frequency of three or four, I 
suggest that students use their own discre- 
tion and judgment considering the time 
at their disposal. I suggest they review all 
of such topics that they feel they can find 
time for, but that they should particu- 
larly review those which they feel they 
know the least about, reviewing those first 
before going on to those about which they 
have retained more knowledge from pre- 
vious study. 

There are certain must topics which 
every candidate hoping to be successful 
must review or have studied very thor- 
oughly. In this category I would place: 
(numbers in parentheses represent fre- 
quency of topic in last 19 exams) Internal 
Control (16); Professional Ethics (13); 
Correction or Revision of Balance Sheet 
(12); Correction or Revision of Income 
Statement (9); Balance Sheet Presentation 
or Classifications (10); Depreciation 
Methods (10); Amortization of Discount 
or Premium (9); Inventory Theory (16); 
Inventory Audit or Procedures (15); Cost 
Overhead, Application or Treatment (13); 
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Process Costs (10); Installment Sales (9); 
Fixed Asset Valuation Principles (12); 
Capital vs. Revenue Expenditures (12); 
Governmental or Municipal Problems 
(15) (usually optional); Income Taxes 
(29); Consolidations (25), 

In the commercial law examinations a 
similar approach may be taken. I suggest 
every student outline or review most care- 
fully those chapters in his regular business 
law text covering: Contracts (32); Negoti- 
able Instruments (31); Partnerships (22); 
Sales (22); Agency (19); Corporations 
(18); Insurance (18); Warranty or Guar- 
anty (11); Common Carriers (10); Surety- 
ship (10); Bailments (10); Bankruptcy (9); 
and Estates & Trusts (7). I would suggest 
they omit from their review such topics as 
Torts, Federal Statutes, Accountant’s 
Liability to Client, Personal Property, 
Definitions, and that they review the 
others (Real Property, Mortgages, Land- 
lord & Tenant, Employer & Employee, 
Dissolution of Partnerships) only if they 
feel they need the review and if time per- 
mits. 

As a further guide to their study and re- 
view for the CPA examination, it has long 
been my practice to suggest a “personal 
inventory” made by each student in my 
CPA review class to find out just which 
areas each one feels he needs the most 
review upon. I have them rule a sheet of 
paper into four columns or use several 
sheets of columnar paper with four or 
more columus. At the left of each sheet in 
column one, I have them write the name 
of their respective texts in the courses 
listed below, and below each text list each 
chapter within the text. In this I suggest 
each student use his standard texts in in- 
termediate, advanced, cost, auditing, 
income tax, business law, and (if he has 
had the course) governmental accounting. 
If the student will then leaf slowly through 
each text noting in each chapter the gen- 
eral coverage both as to subject matter 
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and types of problem, he can then indicate 
in the other three columns the following 
information. 

In column two I suggest the student 
place an x opposite the chapter indicated 
at the extreme left if he feels he under- 
stands or knows pretty well the general 
content of that particular chapter. In his 
first organized review he will omit from 
any review those chapters in column two 
unless a subsequent realization of a weak- 
ness develops. 

In column three I suggest the student 
place an x opposite the chapter indicated 
at the extreme left if he feels he does need 
some review on part or all of a certain 
chapter, but if he also feels he might pos- 
sibly get by generally on most of the 
chapter. He might even go so far as to in- 
dicate pages, sections, or topics within the 
chapter on which he feels the additional 
study might be needed. In his review he 
would go into these chapters indicated in 
column three only after he has first re- 
viewed exhaustively those to be found in 
column four as indicated in the next para- 
graph. 

In column four I suggest the student 
place an x opposite the chapters indicated 
at the extreme left, if he feels that he is 
weak in that subject matter, definitely 
does need review, and knows his previous 
preparation to be lacking. It is to these 
chapters so indicated in column four that 
I would have the CPA Review candidate 
first direct his attention. However, I would 
not suggest he go straight down the list 
and study all of them as they come. This is 
where the “Topic Frequency Analysis” 
sheet comes into the picture. Let us assume 
that student Jones knows very little about 
the retail method of inventory. He has 
checked it in the fourth column. He looks 
on the frequency analysis sheet and finds 
it has been asked but three times in the 
past nineteen exams. Assuming time is 
scarce for Jones, I would suggest he go on 


and study other things first, going back 
to this topic only after he has reviewed 
most carefully all topics in column four 
which have a frequency of five or greater. 

Once he has reviewed all topics in 
column four which are most apt to be 
asked again, he then turns his attention to 
column three and reviews all topics he 
checked in that column which have a 
similarly high frequency rate of being 
asked on the recent examinations. When 
he has exhausted this column he is then 
left with the low frequency questions in 
both columns three and four. It is a matter 
for him to decide, though partially depend- 
ent on the time he may have left for this 
purpose, which subjects he will then re- 
view and in what order he will study them. 

This sort of “personal inventory list” 
has proven most helpful to many candi- 
dates in this area, who have been in my 
classes. I believe it to be the best way a 
candidate can organize his thoughts and 
his time to the best advantage in those 
hectic, hurried, all-too-few days and hours 
of preparation for one of the CPA Exam- 
inations. 

C.P.A. ExaMmnaTIOn Topic FREQUENCY ANALYSIS 

19 EXAMINATIONS FROM May, 1946, THROUGH 


May, 1955 
questions) 
16 
Exceptions or Qualifications to Opinion... .. 8 
Fraud or Error Determination............. 7 
6 
Audit Report or Opinion. ................. 5 
Accepted Auditing Standards.............. 5 
Audit of Non-accounting Records.......... 3 
First Audit Engagement Procedure......... 3 
Events Subsequent to Balance Sheet Date... 3 
Audit Working Papers & Files............. 2 
Certificates from Client................... 2 
Interim Audit Procedure.................. 2 


Detection of Unrecorded Liabilities......... 
Long Involved Audit Working Trial Balance 


Audit of Extraordinary Gains.............. 2 
Audit of Purchasing Procedure............. 2 
2 
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Audit of Insurance Policies................ 2 
\ 


Audit of Lease. why 
Audit of Savings & Loan Ass’n............. 
Audit of Trust Indenture... 
Audit of Hotel............ ; 
Audit of Insurance 
Audit of Unearned Income. 
Audit of Sales Discount...... ey 
Audit of Real Estate C ompany . 
Audit of Taxes. ; 
Auditor’s Liability to 


FINANCIAL STATEMENTS—(57 questions) 
Correction or Revision of Balance Sheet... . . 
Balance Sheet Presentation or Classification. 
Correction or Revision of Income Statements 
Preparation of Statements from Single Entry 

or Incomplete Records.................. 
Basis for Current Asset or Liability Classifica- 

Internal Reports to Management. Le 
Theory & Limitation of Financial Statements. 
Use of Footnotes to Statements............ 
Graphic Presentation of Accounting facts... . 
Comparability of Statements............... 


SunpRY INTERMEDIATE Topics—(57 questions) 
Depreciation Methods. . ... 
Amortization of Discount or Premium...... 
Contingent Liabilities, Warranty, or Guaran- 


Source & Application of Funds Statements. . 
Goodwill Calculation. .... 
Quasi-Reorganizations...... 
Refunding or Refinancing Matters. . 
Prepaid Expense or Deferred C harges. 
Depletion....... 
Loss on Purchase Commitments............ 
Effects of Price Level on Accounting... 
Deferred or Unearned Income.. 
Intangible Assets.......... 


INVENTORIES—(54 questions) 
Inventory Theory. . aye 
Inventory Audit or Procedures.......... 
LIFO Inventory Method 
Other Inventory Methods. 
Gross Profits Test or Estim: ating Inv entory. 
Inventory and Other Cut-offs 
Retail Method of Inventory. . . 
Relative Sales Value Method of Inv entory. 


Cosr AccounTING—(51 questions) 


Cost Overhead, nae or Treatment. 
Process Costs. 
leme 


Research & Development C 
By-products or joint products.............. 
Depreciation & Costs of Idle e Property. ane 
Job Costs..... 
Break-even Point...... 

Material Handling Costs. 

Differential Cost Analysis. 
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Bank Service Cost 1 
Sunpry ApvANCED AccountTinc Topics—(43 ques- 

tions) 

5 
5 
Math. of Finance Topics. ................. + 
Home Office & Branch Offices.............. 4 
Life Insurance on Partners or Officers....... 2 


Statement of Realization, Liquidation & Op- 


Fixep Assets—(40 questions) 
Fixed Asset Valuation Principles 12 
Capital vs. Revenue Expenditures.......... 12 
Fixed Asset Audit Procedures.............. 7 
+ 
Exchanges of Fixed Assets................. 2 


Net Wort Irems—(34 questions) 


Audit or Presentation of Net Worth Items.. 8 
Special Reserves, Location, Terminology... . 


Conversion of Bonds to Stock.. eS 
2 
Treasury Stock Treatment................ 2 
Liquidating Dividends.................... 1 
Extraordinary Loss Adjustments.......... 1 
Stock Options to Officers & Employees...... 1 
INVESTMENTS—(32 questions) 
Audit of Investments..................... 7 
6 
Funds and Fund Transactions............. 4 
2 
Advice in re purchase of Securities.......... 2 
Exchanges of Securities. .................. 1 
Employee Trust Fund Accounts............ 1 
GOVERNMENTAL AND MounicrPaAL AccountTinc—(30 
questions) 
Audit of Governmental Accounts........... 3 
Public Utility Accounting................. 3 
Income TAxEs—(29 questions) 
Sundry Questions and Problems............ 21 
Individual Return—Compiete.............. 4 
Partnership Return—Complete............. 2 
Corporation Return—Complete............ 1 


ConsoLipATIONS—(25 questions) 


Consolidations—Questions. .. . 12 
Consolidated Balance Sheets. 8 
Consolidated Income Statements. . . 3 
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Basic ACCOUNTING THEORY—(24 questions) 


Time of Realization of Profits.............. 6 
Generally Accepted Accounting Principles... 4 
Sales & Purchase Discount Theory......... 4 
Matching Cost and Revenue. ae 3 
Clean Surplus or Operating Income Concept. 2 
Control & Subsidiary... 1 
Theory of Double Entry Bookkeeping 
Conservatism of Accounting Theory........ 1 
Income Tax Proration to Extraordinary 
Charges or Credits... 1 
CasH—(21 questions) 
Bank 7 
MISCELLANEOUS Torics—(19 questions) 
Leases, Options, Allied Costs. . prorat 
Lease Pay ment Calculations............... 2 
1 
Mortgage Assumption. . 
Real Estate Escrow Problem............... 1 
1 
Date & Procedure for Accrual of Taxes...... 1 
1 
Amortization of Emergency Facilities. ...... 1 
RECEIVABLES—(18 questions) 
Confirmation Procedure................... 6 
Bad Debts and Provision for Doubtful Ac- 
Assignment ‘of Receivables................. 2 
2 


PARTNERSHIP—(13 questions) 


Correction of Past Partnership Books. ...... 4 
Liquidation of Partnerships................ 3 
Admission or Withdrawal of Partner........ 3 


Sales of Partnership to Corporation......... 2 
Average Capital Method of Division of Profits 1 


CommMERCIAL Law—(269 questions) 


Negotiable Instruments................... 31 
(including Co-Insurance 6) 
10 
Types of Fitle 6 
+ 
Dissolution of Partnership................. 
3 
Accountants’ Liability to Client............ 3 
Federal Statutes-Specific.................. 2 


Nore: The above classification is subjective. Many 
questions and problems overlapped on several topics; 
many were difficult to classify. Many had several parts. 
In general the classification followed the line of trying 
to pick out the major issue in the problem, or those 
usually considered major issues. Where several ques- 
tions on a single examination were on the same topic, 
the topic was counted each time. 


LEGAL CONFLICTS AND THE STUDY OF ACCOUNTANCY 


ERNEST R. FIELD 
New York University 


Many students of accounting mis- 
takenly believe that the subject matter 
is mechanical; that the objective of ac- 
counting is an arithmetical balance; that 
given the same statement of facts, two ex- 
perts will end with the same results and 
will come to the same conclusions; that 
every problem they encounter must have a 
definite answer. 

To attain a professional level, the ac- 
countant must develop beyond the me- 
chanics of bookkeeping. He must develop an 


analytical and interpretative approach to 
his problems. He must learn to deal with 
such variable factors as valuation of in- 
ventory (LIFO, FIFO, etc.) and methods 
of depreciation. 

In his valuation capacity, the account- 
ant can generally protect himself by mak- 
ing a full and fair disclosure of all material 
and significant facts. Yet, a great deal of 
judgment is required in determining what 
matters are so material and so significant 
as to require special disclosure. 
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The interpretation of documents having 
legal consequences can present a genuine 
challenge to the accountant. 

A thorough application of the principles 
of commercial law is useful in recognizing 
accounting consequences of legal docu- 
ments such as contracts for the sale of 
merchandise, bills of lading, underwriting 
contracts, stock option agreements, pen- 
sion plans, and employee profit-sharing 
plans. Careful attention must be directed 
to outlining the special rights, privileges, 
and priorities of various classes of com- 
mon and preferred stock. Restrictions on 
dividends resulting from long-term bond 
indentures must be properly explained. 
These are just a few of the items en- 
countered. 

The seasoned accountant recognizes the 
limitations on his ability to analyze the 
full scope of complex legal documents. He 
will generally discuss these matters in- 
formally at conferences with counsel for 
the client. A supplementary auditing pro- 
cedure should be to obtain written 
opinions of counsel covering any necessary 
legal interpretations. 

The role of the teacher is to alert the 
student to the danger of his tendency to 
oversimplify a problem. 

The web of our legislative and judicial 
framework is extremely unwieldy and 
complicated. Much of it is based upon 
common law precedent. We have forty- 
eight different states. Each state may 
have its own statute law on such topics as 
corporations, partnerships, various phases 
of commercial practice, trusts and fiduci- 
aries, estate and income taxation, and 
even such diverse fields as marriage, di- 
vorce, or just about anything imaginably 
affecting our daily, social, or commerical 
existence. 

With such a wide variety of different 
statutes plaguing the business entity, 
steps have been taken to create uniform 
statutes. Over the years, bar associations 
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and law schools have pooled their resources 
to form commissions to study, codify, and 
recommend various uniform codes.! Na- 
turally, these commissions could not enact 
laws since that would be within the realm 
of the individual state legislatures. In- 
stead, the commissions hoped to create 
model uniform codes for various phases of 
our law. The uniform codes would then be 
recommended to the separate state legis- 
latures for adoption. In this manner, it was 
hoped that a majority of states would 
adopt the same laws. 

A varying degree of success has been 
realized by the different law revision com- 
missions. The Uniform Partnership Act had, 
by 1950, been adopted by thirty-two juris- 
dictions. The Uniform Business Corpora- 
tion Act (1928) was adopted with a few 
changes by three states.’ “Recent acts 
have regarded the Uniform (Business Cor- 
poration) Act as a source to draw upon, 
rather than as a substitute for further 
drafting.’* “‘Although there is no Uniform 
Bulk Sales Act, most states have statutes 
enacted on the subject. These statutes dif- 
fer considerably.’”* 

The fact remains that even if all states 
were to adopt uniform statutes, there 
could still be forty-eight varying interpre- 
tations. The courts of different states are 
not bound to correlate their decisions on 
the same fact patterns.° 

1 National Conference of Commissioners on Uniform 
State Laws. 

? Crane on Partnership, p. 8. The jurisdictions are: 
Alaska, Arkansas, California, Colorado, Delaware, 
Idaho, Illinois, Indiana, Maryland, Massachusetts, 
Michigan, Minnesota, Mississippi, Montana, Nebraska, 
Nevada, New Jersey, New Mexico, New York, North 
Carolina, Ohio, Oregon, Pennsylvania, South Carolina, 
South Dakota, Tennessee, Utah, Vermont, Virginia, 
Washington, Wisconsin, and Wyoming. 


3 Ballantine on Corporations (1946), p. 44. Louisiana 
— Idaho (1929), Washington (1935). 
Ibid 


5 Frederick A. Whitney, Law of Sales (1947). 

6 “Tt should be noted however, that even in a state 
which has adopted the Act, not all of the law relating 
to partnership is to be found in the Act. Matters outside 
the scope include capacity of persons to become part- 
ners, the effect of the Statute of Frauds on the formation 
of partnerships and the rights of partners in partnership 
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Student confusion is a natural result of 
the conflicts of laws and judicial decisions 
so common to our multi-state framework. 
Frequently a student after reading a gen- 
eral statement will apply it, elsewhere, out 
of context. At times, a student will read 
part of a statement and jump to his own 
conclusion, without having read it through 
to completion. 

This is not necessarily his fault. He may 
encounter similar subject matter in differ- 
ent courses. Confusion may result from the 
varying degrees of emphasis placed upon 
similar material, depending upon the 
course objective. For example, the prac- 
tical solution to a finance problem may be 
to make preferred stock non-voting, yet in 
the absence of a specific prohibition, the 
stock is voting.’ 

Examples of doubtful areas include the 
status of subscribers to stock when ambi- 
guities exist in the contract of subscription.*® 


real property, fraudulent conveyances and bulk sales, 
remedies for enforcement of obligations as between the 
partnership or partners and third persons, and as be- 
tween the partners, and bankruptcy administration 
under the Federal Bankruptcy Act.” Crane on Partner- 
ship, pp. 8-9. 

7 “Preferred stock, like any stock, will, in the absence 
of any specific limitations, have the right of one vote per 
share. . . . In general the current tendency is to modify 
or eliminate its right to vote, as is permitted in most 
states.” Guthmann and Dougall, Corporate Financial 
Policy (1940), p. 103. 

§ Much confusion has been caused in the law of sub- 
scriptions by a distinction attempted by many courts 
between contracts for the issue of shares by way of sub- 
scription and by way of executory contracts of purchase 
and sale. The purchaser is not a debtor and according to 
some courts, the measure of liability if he defaults, is in 
damages for the difference between the contract price 
and the market value of the shares. Furthermore, bank- 
ruptcy or insolvency of the corporation terminates its 
claim against the purchaser on the theory that the cor- 
poration can no longer perform its side of an executory 


An interesting discussion might result 
from trying to decide the rights of partially 
paid subscribers to capital stock. Are they 
stockholders? Can they vote at corporate 
meetings? Do they receive dividends? 
Would a court of equity enforce their 
claim to dividends? What if the contract 
of subscription failed to spell out the an- 
swers to these questions?® 

The student must learn to analyze the 
subject matter logically. Where conflicts 
exist, he must learn how to search out the 
correct answers. His search may well lead 
him to learn the majority and minority 
views on the subject, as well as the prevail- 
ing view in the state in which he intends to 
practice. The theory supporting each view 
will definitely broaden the student’s over- 
all approach to the subject. It will illus- 
trate to him that the layman is generally 
poorly qualified to deal with a specific legal 
issue. 

In the final analysis, the accountant 
must be able to recognize the existence of 
a problem of legal interpretation. Compli- 
cated legal matters are beyond the scope of 
the accountant. When legal problems are 
confronted, the proper approach is to 
consult an attorney. 


contract by delivery of a valid certificate and that the 
consideration has failed. Ballantine on Corporations 
(1946), pp. 451-452. 

“Subscriber becomes owner on contract even 
though the rights of shareholder of record may be with- 
held as security. . . . Normally the subscriber must pay 
before stock is issued. . . . Until a subscriber becomes a 
holder of record, he will ordinarily have no right to vote 
or to have notice of stockholders’ meetings, no right 
against the corporation to participate in dividends, and 
no right of inspection of the corporate books.” Ballan- 
tine on Corporations (1946), pp. 450 and 467, respec- 
tively. (Italics supplied.) 
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INSTRUCTION AIDS IN TEACHING BASIS OF PROPERTY ACQUIRED 
IN CERTAIN TAX-FREE EXCHANGES 


CLARENCE L. DUNN 
Louisiana State University 


One of the areas of Federal income tax 
which present considerable difficulty to 
many accounting students is the determi- 
nation of the basis of property acquired in 
an exchange. Especially troublesome in 
this respect are the so-called “tax-free ex- 
changes,” particularly the most common 
types where property held for productive 
use in a trade or business, or property held 
for investment, is exchanged for property 
of a “like kind” to be held for the same 
purpose. 

The basis of the property acquired, for 
tax purposes, is a substituted basis deter- 
mined by reference to the property given 
in the exchange. Since a number of slightly 
different exchange situations are possible, 
the student is required to know several 
rules in order to determine the basis of the 
property acquired. 

The basic rules are as follows: 

(a) Where no “boot” is given or re- 
ceived in the exchange, the basis of the 
property acquired is the same as the basis 
of the property transferred (adjusted for 
depreciation, etc., to the date of exchange) ; 

(b) Where “‘boot”’ is given, the basis of 
the property acquired is the same as the 
basis of the property transferred (adjusted 
to the date of exchange) plus the amount 
of the “boot” given; 

(c) Where the taxpayer has a gain on 
the exchange and “boot” in the form of 
money is received, the basis of the property 
acquired is the basis of the property trans- 


ferred (adjusted to the date of exchange) 
less the amount of money received, and 
plus the amount of gain recognized on the 
exchange; 

(d) Where the taxpayer has a loss and 
“boot” is received, the basis of the prop- 
erty acquired is the basis of the property 
transferred (adjusted to the date of ex- 
change) Jess the amount of money received. 

It should also be emphasized that before 
attempting to determine the basis of 
property acquired in an exchange, the stu- 
dent should have the rules for recognition 
(or non-recognition) of gain in “‘tax-free”’ 
exchanges well in mind. The general rule, 
of course, is that no gain or loss is recog- 
nized for tax purposes where property held 
for productive use in a trade or business, 
or property held for investment, is ex- 
changed for property of a “like kind”’ to be 
held for the same purpose. The fact that 
the taxpayer gives “boot” is immaterial. 
However, if the taxpayer in such exchanges 
receives not only property of a “like kind” 
but also “boot,” (i.e., money or other 
property), gain is recognized in an amount 
not exceeding such “boot.’’ No loss is 
recognized in any event. 

After the students have been introduced 
to the above rules and have had some 
practice in applying them to case situa- 
tions, the writer has found it helpful to in- 
troduce a general formula to summarize 
and to facilitate the determination of the 
basis of the property acquired. The form- 
ula follows: 


Col. 1 Col. 2 Col. 3 Col. 4 Col. 5 Col. 6 Col. 7 


Adjusted Ba- “Boot” Given “Boot” 
sis of Proper- Received 
ty Trans- lar 


Fair Market Gain (or 
Value of Simi- Loss) Deter- Loss) Recog- lar Property 
Property mined! nized Acquired? 


Gain (or Basis of Simi- 


cq 


ferred Acquired 


1 Col. 3+Col. 4 less the sum of Col. 1+Col. 2. 
2 Col. 1+Col. 2 less Col. 3 plus Col. 6. 
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The principal advantage of the use of 
the above formula is that it conveniently 
brings together the data needed for apply- 
ing the different rules for the different 
exchange situations. If the student has a 
good understanding of the effect of such 
rules beforehand, the use of the formula 
should help him to remember the rules and 
to apply them, even in the most complex 
situations. 


Illustration: 


Let us use as an example the ABC Com- 
pany-owned machinery, used for manu- 
facturing purposes, having an adjusted 
basis of $10,000. If the company exchanges 
this machinery for similar machinery (to 
be used for the same purpose) as follows, 
what will be the tax basis of the machin- 
ery acquired? 


Fair Market Value of 
Machinery Acquired 


Case 1: $11,000 

Case 2: 10,500 

Case 3: 10,500 

Case 4: 8,000 

Case 5: 9,000 

Case 6: 10,500 
Solution by formula: 

Case Col. 1 Col. 2 Col. 3 
1 $10,000 $ — $ — 
2 10,000 1,500 
3 10,000 -— 1,500 
4 10,000 se 1,000 
5 10,000 2,000 
6 10,000 1,000 

cash 
note 


A very simple proof of the amount com- 
puted as the basis of the similar property 
acquired is available. The hypothetical 
assumption can be made that the new 
property acquired is immediately sold for 
what it is worth (its fair market value). 
The difference between this amount and 
the basis assigned to the property should 
give the amount of gain or loss, if any, 
which went unrecognized on the exchange. 
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If a sale were actually made, this gain or 
loss would not be recognized. 

This proof is applied to the above six 
cases as follows: 


Assumed sale Basis assigned Gain or loss 


Case price of the new to this property which went 
property (its (see Col. 7  umrecognized om 
fair market below) the exchange 

value) 
1 $11,000 $10,000 $1,000 G 
2 10,500 11,500 1,000 L 
3 10,500 10,000 500 G 
4 8,000 ,000 1,000 L 
5 9,000 9,000 
6 10,500 10,000 500 G 


Another approach to the presentation of 
the rules for basis of property acquired in 
exchanges of the type described above is to 
have the students journalize the exchange 
transaction following the tax rules for 
recognition (or non-recognition) of gain 
or loss. Although the results with respect 


“Boot? Given “Boot” Received 
(if any) (if any) 
$— $ — 
1,500 cash 
1,500 cash 
1,000 cash 
2,000 cash 
1,000 cash 
1,000 note 
(fair market value) 
Col. 4 Col. 5 Col. 6 Col. 7 
$11,000 $1,000 G None $10,000 
10,500 1,000L None 11,500 
10,500 2,000 G $1,500 10,000 
8,000 1,000L None 9,000 
9,000 1,000 G 1,000 9,000 
10,500 2,500 G 2,000 10,000 


to the basis assigned to the property ac- 
quired in the exchange are the same as are 
obtained by the formula method, the 
journal entry approach definitely empha- 
sizes the difference which exists between 
tax accounting and general accounting 
procedures. 

By this journal entry approach to the 
determination of basis only the gain recog- 
nized for tax purposes on the exchange is 
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reflected in the entry for the exchange. Of 
course, the “boot” given or received, as 
well as the cost and accumulated depreci- 
ation of the property transferred, must also 
be reflected in the entry. The basis as- 
signed to the similar property acquired is 
the balancing figure needed to make the 
journal entry complete so that debits and 
credits are equal. 

Referring to the illustration given pre- 
viously, let us assume that the cost of the 
machine which was owned by the ABC 
Company had been $18,000 and that ac- 
cumulated depreciation was $8,000. Jour- 
nal entries to record the exchange trans- 
action for each of the six cases would be: 


Case 1: Machinery (new) $10,000 
Allowance for depreciation 8,000 


Machinery (old) $18 ,000 
Case 2: Machinery (new) 11,500 
Allowance for depreciation 8,000 
Machinery (old) 18 ,000 
Cash 1,500 
Case 3: Machinery (new) 10,000 
Cash 1,500 
Allowance for depreciation 8,000 
Machinery (old) 18 ,000 
Gain on exchange 1,500 


Case 4: Machinery (new) 
Cash 


ors 


Allowance for depreciation 


Machinery (old) 18,000 


S88 888 


Case 5; Machinery (new) 
Cash 


ons 


Allowance for depreciation 
Machinery (old) 
Gain on Exchange 7 


Case 6: Machinery (new) 
Cash 


> 


Note receivable 
Allowance for depreciation 
Machinery (old) 
Gain on exchange 3; 
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Either or both of the above instruction 
aids can be used for class presentation, as 
time permits. The use of these instruction 
aids makes the class presentation more or- 
ganized and understandable. Instead of 
increasing the amount of class time needed 
for this area of tax accounting, this teacher 
has found that class confusion is materially 
reduced, and hence less time is required 
for clearing up misunderstanding. 


THAT FEDERAL TAX COURSE 


Orton W. Boyp 
The George Washington University 


This article is written for the purpose 
of suggesting an outline for a two-semester 
course in Federal Taxation. These courses 
should meet the needs of three distinct 
groups of students: (1) the public account- 
ing majors, (2) the commerical and indus- 
trial accounting majors, and (3) majors in 
other fields of Business Administration. 


THE NEEDS OF THE PUBLIC 
ACCOUNTING MAJORS 


For the public accounting majors the 
Federal Tax Course should emphasize the 
principal areas in which tax accounting 
differs from financial accounting. These 


divergencies are due in part to the ap- 
plication of legal principles to accounting 
(for example the extension of the claim-of- 
right doctrine to accrual-basis taxpayer’s 
prepaid income). In addition, there are the 
variations due to the desire of Congress to 
mitigate the impact of high rates in special 
circumstances (for example, the capital 
gain provisions and the net operating loss 
deduction). Obtaining a broad understand- 
ing of these problems should be one of the 
principal objectives of the study. 

A second phase of the public account- 
ant’s study is in the area of practice. The 
most spectacular or dramatic activity is 
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the March-April peak-load rush of prepar- 
ing returns. Yet there are more important 
activities—the research before preparing 
the return, and the post-filing conferences, 
protests, and refund claims. 

All of these necessitate the analysis of 
tax situations. How should the accountant 
proceed? How would he use the Tax Serv- 
ices? What must he do in the analysis of 
decisions? What understanding of the 
judicial processes should he acquire? All 
of these phases obviously require consider- 
ation in an adequate course of study for 
public accountants. 

A third proper objective of study for the 
public accounting majors is in the field of 
tax planning. Obviously the limitation of 
four to six semester hours affords but little 
time to this essential phase of tax practice. 
Furthermore, not too much in this area 
can be accomplished until one has become 
thoroughly “steeped” in the underlying 
principles and philosophy. Yet is is be- 
lieved that an introductory study of tax 
avoidance should be attempted—a “‘bow- 
ing acquaintance” with the principles, the 
trends of the decisions, and other appli- 
cable factors. 


THE COMMERICAL AND INDUSTRIAL 
ACCOUNTING MAJORS; OTHER 
BUSINESS ADMINISTRATION 
STUDENTS 


The increasing tax rates and the neces- 
sity for intelligent tax planning means 
that Federal Taxation should not be con- 
fined to the public accounting majors. 
Those who are training for commerical and 
industrial accounting will*find that study 
of some of the aspects is extremely neces- 
sary. Add to this group the large number of 
students who are planning on business 
careers in fields other than accounting. A 
limited study of the more usual problems 
of Taxation should be an essential part of 
their preparation. 


OBJECTIVES OF THE TWO COURSES 


With the needs of these groups in mind, 
how best can we plan the two courses in 
Federal Taxation? The following objec- 
tives are proposed: 


a. Provide a one-semester course that 
covers the more usual problems of Tax- 
ation and the related preparation and 
filing of returns. This course would 
serve as a terminal course for the com- 
mercial and industrial accountants and 
the Business Administration majors. 

b. Plan a second-semester study primarily 
for the needs of public accounting ma- 
jors. This would treat the more unusual 
problems as well as practice in tax re- 
search. 

c. In both courses stress the underlying 
legal and policy aspects of Taxation. In 
other words, attempt to accomplish ina 
modest fashion the objectives that Sur- 
rey and Warren have achieved in their 
excellent legal treatise, “Federal Taxa- 
tion—Cases and Materials.” 

d. To the greatest possible extent mini- 

mize the treatment of minutiae. This, of 

course, is an extremely difficult task as 

a misleading oversimplification could 

easily result. 

Plan the courses so that the treatment 

of any subject will not necessitate refer- 

ence to material to be covered later. 

This also is a difficult objective. The 

writer often recalls a statement of the 

first editor of one of the leading texts: 

“My biggest problem was selecting a 

starting point.” 


The following outline for fulfilling these 
objectives is offered: 
FIRST SEMESTER 
Introductory 


This study would begin with a brief sur- 
vey of the income tax, employment taxes, 
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gift and estate taxes, and stamp and excise 
taxes and how they pose problems of tax 
planning and tax accounting. It would in- 
clude a study of the three sources of tax 
law—the Code, administrative rulings and 
regulations, and case law. 


The Income Tax 


A general survey of the Federal income 
taxes on the domestic industrial, commer- 
cial and service corporation and its officers, 
stockholders, employees and creditors 
would be taken up next. This would include 
the classification of domestic taxpayers, 
the basic concepts of gross income and de- 
ductions, comparison of corporate and in- 
dividual rates, and accounting methods. 
Since so many of the problems of income 
tax accounting depend upon realization, 
recognition, basis, and gain or loss, an intro- 
ductory study of these topics would also be 
provided. 


Corporate Income Tax 


The third phase of the semester’s study 
is a detailed study of corporation income 
tax accounting. This proposal is the re- 
verse of the usual practice of first devel- 
oping the individual as the general rule 
and the corporation as a set of exceptions. 
Since most individuals derive their in- 
come from corporate sources (as salaries, 
interest and dividends), the corporate 
approach appears to be desirable; _ it 
clarifies many of the situations later to be 
encountered in the study of the individual. 

The study of the corporation would 
include: 

a. Equity and Borrowed Capital, in which 
are brought together such problems 
as the formation of the corporation, the 
tax treatment of the receipt of cash and 
property by a corporation in exchange 

for the issue of its securities (including 

the issuer and the security holder), how 
dividends for tax purposes differs from 
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commercial 


(restricting this 
treatment to the sources of cash divi- 
dends), the corporation’s interest de- 
duction, and adjustments of indebted- 
ness. 


usage 


b. Capital Gains and Losses. 

c. Receivables; Investments and Special 
Sources of Income. 

d. Gross Income from Business Sales, in- 
cluding inventories. 

e. Deductions for Business Expenses, 
Taxes, and Charitable Contributions. 

f. Land, Goodwill, and Limited-Life Prop- 
erty, including the distinction between 
capital expenditures and deductible 
expense, depreciation, amortization of 
emergency facilities, and losses. 

g. Recoveries; Net Operating Loss Deduc- 
tion; and Tax Benefit. 

h. Returns and Tax Payments. 


This treatment is functional in charac- 
ter, approaching the classifications em- 
ployed in the last edition of Montgomery’s 
“Federal Taxes.” Thus the treatment of 
Receivables and Investments includes the 
gross income and exclusions from these 
sources as well as the related deductions 
for dividends received and partially tax- 
able interest, bad debts, losses, and amor- 
tization of bond premium. It applies the 
capital gain or loss rules to these items. 


Individual Income Taxes 


The study would then turn to the more 
usual problems of the individual citizen 
or U. S. resident. This would include ad- 
justed gross income, itemized deductions 
from adjusted gross income, the standard 
deduction, deductions for personal exemp- 
tions and dependents, income splitting, 
tax rates, capital gains and losses, personal 
services, business income and deductions, 
rents and royalities, investment income, 
other deductions, net operating loss, tax 
benefit, returns, and tax payments. 
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Income Tax Deficiencies and Refunds 


The first semester would continue with 
a general treatment of income tax defi- 
ciencies and refunds, including the net- 
worth method of determining taxable 
income. Those administrative provisions 
that relate to the special situations that 
are deferred for advance study would be 
considered in appropriate context in the 
second semester. 


Employment Taxes; State Income and 
Franchise Taxes 


The first semester would conclude with 
a treatment of employment taxes, infor- 
mation returns, and of State income and 
franchise taxes. The study of employment 
taxes would cover FICA, FUTA, the Self- 
Employment Tax, income tax withholding 
from wages, employers’ returns and pay- 
ments, and procedural matters. The State 
taxes would be merely surveyed for the 
purpose of emphasizing the principal dif- 
ferences from the Federal income tax. 


THE SECOND SEMESTER 


The first topic suggested for the second 
semester’s work is Tax Research—the use 
of services and the cases in preparing 
briefs and protests. Giving this subject the 
first priority in a course planned primarily 
for the public accounting majors would 
provide the basis for a series of research 
problems that could be covered during the 
semester. 

The study would then proceed to specific 
advanced topics. Here is encountered the 
difficult task of achieving a suitable bal- 
ance between general principles and ex- 
cessive detail. In some of the advanced 
topics perhaps no more can be achieved 
than obtaining an indication of the exis- 
tence of the problem. Here also is involved 
a real challenge in arranging the order of 
topics so that the necessary background 
for each will have been considered pre- 
viously in the course. 


The detailed outline for the advanced 

study is as follows: 

Accounting Periods and Methods, in- 
cluding such advanced topics as 
adjustments on changes, claim-of- 
right, and renegotiation of excessive 
profits. 

Property transactions—Special Factors, 
covering installment sales, mortage 
foreclosures and repossessions (with 
the treatment of mortgagor and 
mortgagee), short sales, options, deal- 
ers, traders and investors, and the like, 

Farming; Natural Resources. 

Foreign Income and Foreign Taxpayers. 

The Individual—Special Problems, 
covering “bunched” income, alimony, 
business loss limitation, joint ten- 
ancies, etc. 

Gift and Estate Taxes. These subjects 
would be considered at this point as 
they are essential for many of the 
income tax problems that follow. 

Decedents, Estates, Trusts, and Bene- 
ficiaries. 

Exempt Organizations. 

Partners and Partnerships. 

Deferred Income (including life in- 
surance, annuities, employees’ trusts, 
and retirement income credit) and 
Stock Options. The gift and estate 
tax aspects would be included. 

Corporate Distributions and Liquida- 
tions, with the problems of “thin” 
incorporations. 

Corporate Reorganizations. 

Corporations: Special Classes, such as 
corporations used to avoid income tax 
on shareholders, consolidated returns 
and regulated investment companies. 

Related Taxpayers, covering such topics 
as allocation, disallowance of interest, 
expenses and losses, family partner- 
ships, and trust income taxable to 
grantors. 

Tax Practice—the lawyer and the ac- 
countant and their fields of practice; 
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mitigation of periods of limitation 
and other advanced procedural prob- 
lems. 


CONCLUSION 


The foregoing outline of study is fol- 
lowed in part in the writer’s own course at 
The George Washington University. We 
provide a first semester’s work covering 
the topics of general interest to students in 
public accounting, commercial and in- 
dustrial accounting, and in other Business 
Administration fields. This is accomplished 
by using a standard text, selecting only 
those topics that are listed in the above 
outline. 

In the second semester (the advanced 
course for the public accounting majors), 
we return to the beginning of the text and 
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consider those portions that were omitted 
or covered only lightly in the first semester. 

In developing each course we take up 
the various topics in the order in which 
they appear in our text. The use of any 
other arrangment complicates the assign- 
ments and is annoying to the students. 
Within each semester we cannot adhere to 
an order of subjects such as indicated 
above. 

The suggestions presented in this article 
represent a radical departure from cur- 
rent texts. It is believed, however, that 
the suggestions truly serve the needs of 
the three groups of students who should 
study Federal Taxation. It is hoped that 
one of the tax publishers will some day is- 
sue a text that reflects the proposed scope 
and approach. 


{ 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


Institute of Accountants and were presented as the first half of the C.P.A. 

Examination in accounting practice on November 2, 1955. The candidates were 
required to solve problems 1, 2 and 3 and either problem 4 or problem 5. The total 
weight assigned to this section of the examination was 50 points and the examiners 
point out that the suggested time allowances for each problem are approximately pro- 
portional to their point values. 


[a following problems were prepared by the Board of Examiners of the American 


Number 1 [Estimated time—45 to 60 minutes] 


This problem relates to U.S. income taxes and should be answered in accordance with 
the Internal Revenue Code of 1954. Unless stated to the contrary in the following questions, 
individual taxpayers are assumed to be resident United States citizens on the cash basis, 
corporate taxpayers are assumed to be domestic corporations on the accrual basis, and 
all taxable years are calendar years: 

a. The following questions are to be answered by indicating on the answer sheet 
provided for this purpose whether the statement is true or false. Your grade will be 
based on the number of correct answers. 


1. The penalty otherwise incurred for underestimation of tax (on an individual’s declaration of 1955 estimated 
income tax) will be avoided if a completed return, accompanied by a payment of the full tax due, is filed on or 
before January 15, 1956. 

. Adeclaration of estimated tax for the year 1955 is required by all individuals whose gross income can reasonably 
be expected to include more than $100 from sources other than wages subject to withholding. 

. All interest on state and municipal bonds is fully exempt from Federal income tax. 

. Allinterest on U. S. Government bonds and securities is subject to Federal income tax. 

. An individual is liable for $100 New York State 1954 income tax due in equal instalments on the statutory 
due dates April 15, July 15 and November 15, 1955, and February 15, 1956. In his 1955 Federal income tax 
return, if he itemizes his deductions he may deduct only the $75 which he pays in 1955. 

6. An individual who was credited with a dividend by a domestic building and oot association on December 31, 

1955 is required to include it in his 1955 return even though it is not withdrawn until January 15, 1956. 

7. The Internal Revenue Code allows a corporation to continue to claim a depletion deduction after the full cost 
of the depletable asset has been recovered by depletion. 

8. In deciding whether or not to file a consolidated return for an eligible group of corporations for any taxable 
year to which the Internal Revenue Code of 1954 applies, it should be recognized that, if a consolidated retum 
is filed, the group may be required to file a consolidated return in one or more succeeding years. 

9. A consolidated return will always produce a greater tax than separate returns, unless one or more of the cor- 

peevaene included therein have losses. 
he amount received from an annuity each year is divided into two parts, (1) 3% of the cost of the annuity 

(but not in excess of the amount received) which is included in gross income, and (2) the remainder, if any, 

which is not included in gross income. As soon as the aggregate amount excluded equals the cost of the annuity, 

the entire amount thereafter is included in gross income. 

11. An inventor may report as the sale of a capital asset a transaction whereby he transfers all substantial rights 
under a patent of his own invention in consideration of payments equivalent to 5% of the gross sales price of 
the patented articles produced by the transferee over the remaining life of the patent. 

12. Mr. Smith’s son, nineteen years old, a full-time college student, and not married, earns $650 on a summer 
vacation, which the son uses to defray a part of his college expenses. Except for the above, Mr. Smith pays the 
full cost of his son’s support, which exceeded $1,800 for the year. Mr. Smith may claim his son as a dependent. 

13. In the situation described in the previous question, the son’s income must be included in the father’s return. 

14. In the situation described in (12) above, the son must file his own return. 

15. A husband and wife who filed a joint return for the year 1954 may, before the expiration of three years from 
the last date prescribed by law for filing the return for such year (determined without regard to any extensions 
of time granted to them), file separate returns in lieu thereof, provided that the full tax due is paid on or before 
the filing of such separate returns. 
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b. In the following questions five solutions, designated (A), (B), (C), (D) and (E), 


are shown. Indicate the correct solution by marking the appropriate space on the 
answer sheet. 


1. Baker Company, a corporation, had a large net operating loss in 1954. This loss may be claimed as a net 
operating loss deduction to the extent it is available, and subject to statutory modifications, in the years 
designated below and in the order designated. 

A. 1953, 1952, 1955, 1956. 

B. 1953, 1955, 1956, 1957, 1958, 1959. 

C. 1952, 1953, 1955, 1956. 

D. 1952, 1953, 1955, 1956, 1957, 1958, 1959. 
E. 1952, 1953, 1955, 1956, 1957. 

2. John Doe, a married individual with one dependent child, is blind. He and his wife file a joint return for 1955. 
The maximum medical deduction is: 

A. 3% of their adjusted gross income B. $2,500 C. $5,000 D. $7,500 
E. Some other amount 

. As at the opening of business January 1, 1955, Beta Corporation acquired all of the outstanding stock of Alpha 
Corporation. Beta Corporation also owned Gamma Corporation. Beta and Gamma had filed a consolidated 
return in 1954 and in all recent previous years. 

A. Alpha, Beta, and Gamma must file a consolidated return. 

B. Alpha, Beta, and Gamma may file a consolidated return or may file separate returns. 

C. Beta and Gamma must file a consolidated return while Alpha may file a separate return, or may be in- 
cluded with Beta and Gamma in the consolidated return. 

D. Beta and Gamma may file a consolidated return while Alpha must file a separate return unless permission 
to join in a consolidated return is granted by the Commissioner of Internal Revenue. 

E. Alpha, Beta, and Gamma must either all join in a consolidated return or all file separate returns, which- 
ever produces the most tax. 

4. During 1955, a corporation sold a security held for less than six months at a loss of $3,000. It also sold a security 
held for more than six months at a profit of $12,000. It has a capital loss carry-over of $10,000 resulting from 
1954 transactions. There were no other capital asset transactions. Profit from operations for the year was 
$100,000. The corporation’s taxable income is: 

A. $99,000. 

B. $93,000. 

C. $100,000 with a capital loss carry-over of $1,000. 
D. $100,000 with a capital loss carry-over of $7,000. 
E. Some other amount. 

. During 1955, a corporation abandoned a piece of heavy equipment with an adjusted basis of $95,000 because 
it became obsolete due to the introduction of a new process by a competitor. The equipment was cut up with 
acetylene torches and sold as scrap metal for $1,000. The only other transactions which might affect taxable 
income for the year resulted in a profit from operations of $300,000. The corporation’s taxable income is: 

A. $206,000. 

B. $299,000 with a capital loss carry-over of $93,000. 
C. $300,000 with a capital loss carry-over of $94,000. 
D. $253,000. 

E. Some other amount. 

6. An Internal Revenue Agent examined the 1952 return of XYZ Corporation in 1955. After discussing all ques- 
tions thoroughly with the Comptroller the Revenue Agent announces that he will disallow several deductions 
which will result in askiental Gchdieacden. The Comptroller considers some of the proposed disallowances 
improper in principle, and some to be excessive in amount because the Revenue Agent did not give proper 
consideration to all the factors involved. Normally the next step for the Comptroller is to: 

A. Retain legal counsel to take the case to the Tax Court. 

B. Tell the Revenue Agent to render his report and then prepare a protest. 

C. Request an informal conference with the Revenue Agent and his group chief to discuss the matters 
further. 

D. Resign. 

E. Retain legal counsel to bring suit in a U. S. District Court. 

7. Taxpayer inherited stock from his father who had purchased it for $100,000. It was worth $90,000 at the time 
the father died, and $80,000 one year later, and was accordingly included in the father’s gross estate at $80,000 
for estate tax purposes. In the event of sale, the basis of this stock to the taxpayer would be: 

A. $100,000. 

B. $90,000. 

C. $90,000 in case of loss, and $100,000 in case of gain. 
D. $80,000 in case of loss, and $100,000 in case of gain. 
E. $80,000 for either loss or gain. 


w 
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Number 2 [Estimated time—50 to 70 minutes] 


The Smith Company commenced operations on July 1, 1954. The following shows 
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for Work in process and Finished goods inventory accounts. The company uses a cost 
system for its manufacturing operations. 


TRIAL BALANCE AT DECEMBER 31, 1954 


Transactions Balance 
Cr. Cr. 

paw 145,100 147 ,000 1,900 
AGAR 325 ,000 365 , 500 40 , 500 
250,000 0 250 ,000 


You also are given the following information: 


a. The ending Work in process inventory consists of the following: 
Materials—$6,000; Direct labor—$4,500; and Manufacturing expense—$3,500. 
b. Insurance premiums apply two-thirds to the plant and one-third to the office. 
c. The cost of the finished product is made up of: Materials 40%, Labor 40% and Manufacturing expense 20%. 


An Answer sheet has been provided with skeleton ledger “‘T” accounts. You are to 
show therein the entries making up the Transactions included in the figures shown on 
the trial balance. Key each entry (debit and offsetting credit) by use of a number. 


Number 3 [Estimated time—45 to 60 minutes] 


The Engineering Construction Company was incorporated during the month of 
December, 1951 with an authorized capital stock of 50,000 shares of $100 par value each, 
all of which were purchased at that time for cash. 

On January 1, 1952 the Company entered into a contract for the construction of a 
power dam. The contract price for the project is $25,000,000, with payment to be re- 
ceived on the basis of approved engineering estimates of percentage of completion. The 
contract calls for the retention of 10% of each payment prior to final acceptance of the 
completed dam. 

Funds have been received in connection with the contract as follows: 
Payment for work completed at November 30, 1954 (less 10% retained, and less repayment of a 


portion of amount advanced for preparatory work—equivalent to 10% of gross amount of com- 


As of 
Direc 
The 
etc.) an 
are am 
Othe: 
Administi 
Maintena 
Operatior 
Tota 


In ac 
amoun 
On |] 
sold fo! 
paid in 


Cash on 


Inventor 


$603,150 $603,150 
Work 
Mate 
To 
Thecu 
Acco 
if Accru 
Inco 
Socia 
Incon 
To 
Yo 
a. A 
b A 
cA 
Numl 
Pip 
of fo 
each 
as ne 
day. 
Yo 


Professional Examinations 139 


As of December 31, 1954, the work was considered to be 80% completed. 

Direct costs to December 31, 1954 amount to $10,150,350. 

The cost of plant facilities (buildings, cement mixers, rock crushers, trucks and cranes, 
etc.) amounting to $4,050,000 less estimated salvage value of $810,000 (20% of cost), 
are amortized on the basis of percentage of completion. 

Other expenses are applicable to work completed. These costs are as follows: 


Operation of plant facilities...............sccecccsccccccccccsccccsencesscesssssessensceees 775,250 


In addition to these costs, provision has been made for Federal and State income taxes 
amounting to $2,300,000, which you may consider as being correct. 

On December 30, 1954 certain of the plant facilities having a cost of $875,000 were 
sold for $600,000 cash. On the same date a dividend of $20 per share of capital stock was 
paid in cash. 

Additional Information 
At December 31, 1954 


Inventories—not yet charged to construction costs were as follows: 


The current liabilities consisted of: 

Income taxes withheld from compensation of employees..............ccseeeeeeeeeeeceecnces 22,750 


You are to prepare in good form with necessary supporting schedules: 


a. A Balance-sheet as of December 31, 1954. 

b. A Statement of Income for the three-year period. 

c. A Statement of Retained Earnings for the three-year period. 
Number 4 (Estimated time—50 to 80 minutes) 

Pipe Co. has been in operation for one year. It manufactures concrete pipe in lengths 
of four feet and has the necessary equipment to produce the following sizes: 


18” 24” 30” 36” 


The Company has one basic machine to produce pipe. Only one size is made during 
each working day of 8 hours, the last hour of which is used by the crew for clean up and, 
as necessary, to change the machine so that a different size can be made the following 
day. Production during the first year was limited to sizes from 18” to 30’ inclusive. 

You are informed that there is a ready outlet for 36” pipe if it were to be produced. 


| 
| 
{ 
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The Company has prepared the following schedule of profit and loss for the year just 
ended: 


Finished goods inventory—year-end (at estimated cost per ton of $10).................. 5,990 


$65,620 $65,620 


Your review of records discloses the following data as to production and sales: 


Inventory 12-31 Average 
Production Selling 
Pipe Produced Sold Pounds Total Per Day Price 
Diameter (Feet) (Feet) Feet Per Foot Weight (Feet) Per Foot 
18” 7,200 6,200 1,000 150 150,000 120 $2,20 
24” 10,200 8,120 2,080 250 520,000 100 3.00 
30” 6,320 5,000 1,320 400 528 ,000 80 4.00 
1,198,000 


Material cost in finished pipe is found to be the same per ton throughout the year 
regardless of size. Labor and overhead were incurred uniformly throughout the year. 
The plant foreman tells you that test runs have indicated that 36” pipe would weigh 
500 lbs. per foot and that production should average 64 feet per day. The 36” pipe will 
sell for $5 per foot. 


a. (1) Compute the cost of each size of pipe produced during the year on a per foot basis including material, 
labor and manufacturing mane. 
(2) Prepare a schedule showing which size pipe would be most profitable to produce. 
(3) Compute the value for the closing inventory of pipe of each size. 
b. Prepare an estimate of the cost of producing 36” pipe and compare gross profit from producing it with that 
from producing other sizes. 


NOTE: Carry computations to three decimals. 


Number 5 (Estimated time—50 to 80 minutes) 


The Smith Medical Foundation was established in 1946 to finance research in the 
field of medical science. It leased building facilities from others from the date of its 
foundation to December 1953, at which time land and buildings adaptable to its opera- 
tion were purchased. 

Since it was desired to operate its plant property as a self-supporting entity the 
Board decided to account for its plant as a separate fund, by establishment of a General 
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Fund and a Plant Fund. All cash is to be handled by the General Fund with the Plant 
Fund being charged or credited with amounts applicable to it under after the close of 
each year. At this time settlement will be made if possible. The plant property is to be 
depreciated effective as of January 1, 1954 at the rate of 5% per annum. A deprecia‘ion 
fund is to be established. 

The assets, debts and capital accounts as of December 31 show the following: 


SMITH MEDICAL FOUNDATION 


December 31 
Assets 1954 1953 

Liabilities 

Upon analysis of the Plant account you find the following: 

Date Item Dr. Cr. 
Genation for purchase of plait. $100 ,000 

Debit entries in the Plant Operation account consisted of: 


Rents consisted of $3,000 per month received in 1954 and rent for January 1955, 
which was received on December 31, 1954. 

You obtain an appraisal of the land owned by the Foundation which gives a value of 
$75,000 at date of purchase. 


a, You are to prepare journal entries setting up the Plant Fund and recording the transactions in the fund to 
December 31, 1954. 
b. You are to prepare a sectional balance-sheet presenting the funds as of December 31, 1954. 


Solution to Problem 1 


(a) 1. False 6. True 11. True 
2. False 7. True 12. True 
3. True 8. True 13. False 
4. False 9. False 14. True 
5. True 10. False 15. False 
(b) 4.C 6. C 
5. A 7.E 


3. B 
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Solution to Problem 2 
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Cash Prepaid Insurance Sales 
(1) 150,000 | (2) 45,000 (5) 1,900 | (15) 1,500 (18) 
(19) 314,000 325 ,000 1,500 
464 ,000 370,000 400 
370,000 
94,000 | 
Notes Receivable Plant and Equipment Cost of Goods Sold 
(18) 20,000 | (19) 12,000 (2) 95 ,000 (17) 250,000 
12,000 
8,000 
Accounts Receivable Morigage Payable Selling Expense 
(18) 340,000 | (19) 302,000 (2) 50,000 (8) 27,500 
302,000 
38,000 
Raw Materials Accrued Mortgage Int. Administrative Expense 
(3) 125,000 | (13) 118,000 (12) 750 28,500 
118,000 (15) 500 
7,000 29 ,000 
Finished Goods Accrued Wages Financial Expense 
(16) 280,000 | (17) 250,000 (7) 145,100{| (6) 147,000 (10) 5,500 
250 ,000 145,100 (12) 750 
30,000 1,900 6,250 
Sup plies Capital Stock 
(4) 18,000 | (14) 14,000 (1) 150,000 
14,000 Cash 
4,000 
Work in Process Voucher Payable 
(6) 116,500 | (16) (20) 325,000 
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Solution to Problem 3 


@) THE ENGINEERING CONSTRUCTION COMPANY 
BALANCE SHEET—DECEMBER 31, 1954 
ASSETS 
Account receivable 
Completed portion of contract (80%) ..........0..ececeeeeeeeececececeseees $20 ,000 ,000 
Amortization of advance for preparatory work............ 2,000,000 18,000,000 
$ 4,000,000 
Less unamortized advanced for preparatory work......................0..04. 500,000 3,500,000 
Inventories: 
$ 7,367,925 
LIABILITIES AND CAPITAL 
Capital stock—50,000 shares of $100 par value authorized and issued............. $ 5,000,000 
$ 7,367,925 
Solution to Problem 3—Continued 
(b and c) 
THE ENGINEERING CONSTRUCTION COMPANY 
STATEMENT OF INCOME AND RETAINED?EARNINGS 
FOR THE THREE YEARS ENDED DECEMBER 31, 1954 
GROSS INCOME 
Costs of completed portion of contract: 
Administrative and general expenses. ....... 1,525,000 16,313,100 


Net income (on the basis of partial completion)..............-.+-0-ecececseeeseeececeeseces § 3,686,900 
Gain on sale of plant facilities: 


Net income before provision for income taxes...... $ 3,971,900 
Provision for federal and state income taxes. ..... 2,300,000 


| 
| 
| 
| 
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(b) 
Solution to Problem 4 
(a 1) 
PIPE COMPANY 
COST OF PIPE PRODUCED—YEAR ENDED DECEMBER 31, 1954 ap ees 
Pipe Length Weig 
Direct 
Total 18" 24" 30” 64’ p 
7,200 10,200 6,320 Manuf: 
150 250 400 64’ p 
—.. Gi 
Raw material cost: 
Solutvo 
Cost per M Ibs. $18, 474/6158—$3.00 
Pl 
Feet produced per 120 100 80 
Cost per day $13,255/241—$55 .00 
$ .45833 $ .55 $ .6875 — 
Manufacturing overhead: To re 
$ 600 
3,000 
Due fro 
o re 
Cost per day—$10 , 604/241—$44.00 
Manufacturing overhead per foot..................cceceeeeeees $ .36667 $ .44 §$ .55 
Ple 
Solution to Problem 4—Continued Unexpi 
(a 2 and 3) 
PIPE COMPANY 
SCHEDULE OF PROFIT POTENTIAL BY PIPE SIZE 
Pipe Size Due fr 
18" 24° 30° 
$ .925 $ 1.26 1.5625 Plant | 
Number of feet produced per day 120 100 80 — 
Profit Potential per day $ 111.00 $ 126.00 $ 125.00 3 
COST OF CLOSING INVENTORY 


(b) 


Sales price per foot 
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ESTIMATED COST OF PRODUCTION OF 36" PIPE 
AND COMPARATIVE GROSS PROFIT POTENTIAL 


Cost production per foot: 
Material cost—$3.00 per M lbs. 


Weight per foot—500 lbs. 
Direct labor cost—$55.00 per day 
64’ produced per day....... 


Manufacturing overhead—$44.00 per day 


Gross profit per foot 


Profit potential per day @ 64’ production: 36’ 
18” 


Solution to Problem 5 


Due from General Fund.. 
Plant Fund balance. . 


JOURNAL ENTRIES—PLANT FUND 
(1) 


To record donation for purchase of plant 


Building. . 


To record purchase of plant 


Building. . 


Due to ‘General Fund. 


To record improvements to plant 


Due from General Fund........ 


To record net income from plant operation 


Plant Fund balance.. 


To capitalize cost of grading ‘and seeding 


Unexpired insurance 


To set up the unexpired insurance as an asset of the plant fund 


To set up rents collected in advance as a plant fund liability 


Plant Fund balance 


To record depreciation: 
5% of $100 ,000—$5 ,000 


24% of $39 ,000— 


975 


$5,975 


3.0469 


$ 6,000 


$ 1,000 


$ 3,000 


$ 5,975 


111.00 


$100,000 


$175,000 


$ 39,000 


$ 18,000 


$ 6,000 


$ 1,000 


$ 5,975 


145 
.6875 
(2) 
(3) 

(4) 

(5) 

(7) 

$ 3,000 
(8) 
> 


146 The Accounting Review 


Solution to Problem 5—Continued 


SMITH MEDICAL FOUNDATION 
BALANCE SHEET—DECEMBER 31, 1954 


ASSETS LIABILITIES 
GENERAL 

Due from Plant Fund................... 94,000 

$353 ,000 

PLANT FunD 

ee $220,000 Rents rec’d in advance.................. 
1,000 Due to General Fund................... 
Due to Depreciation Fund............... 

$221,000 


DEPRECIATION FuND 
$ 5,975 Res. for depreciation 


The U 
$353,000 In 
was tl 
on Ac 
$ 3,000 
Unive 
118,025 Re 
$221,000 
Unive 
on le 
_ and F 
of Mi 
A. 
Beta 
Fr 
work 
profe: 
R: 
staff 
San ] 
E. 
sota, 
ing tl 
W 
: leave 
Degr 
of 
T 
Insti 
then 
the | 
spon 
Adm 
Unis 
Mal 


— 


ASSOCIATION NOTES 


E. Buri AUSTIN 


THE PHILIPPINES 
The University of the East 


In September, the campus of the university 
was the scene of the Inter-University Symposium 
on Accountants’ Professional Ethics. 


ALABAMA 
University of Alabama 


Recent appointments include LARRY BEN- 
NINGER, associate professor, formerly of the 
University of Missouri; CHARLES NaGy, currently 
on leave from Memphis State College; LEon 
Coox, on leave from the University of Arkansas; 
and RALPH SKELLY, on leave from the University 
of Missouri. 

A. J. Penz has been elected grand president of 
Beta Alpha Psi fraternity. 

FREDERIC BRETT has completed the residence 
work for the doctorate and is now an assistant 
professor at Alabama Polytechnic Institute. 

Rayrorp McLaurin has left to join the 
staff of Chattanooga University. 

CALIFORNIA 


San Diego State College 


E. A. HEILMAN, of the University of Minne- 
sota, served on the staff as visiting professor dur- 
ing the fall semester. 

Wittram H. Wricat is spending his sabbatical 
leave in Europe. 

Bruce E. Brown has joined the staff, having 
completed his work for the Doctor of Philosophy 
Degree at U.C.L.A. He was formerly on the staff 
of Haskins and Sells. 


COLORADO 
University of Denver 


The Fifth Annual University of Denver Tax 
Institute was held in September, 1955, with the 
theme of the conference being “‘A Second Look at 
the 1954 Revenue Act.” The Tax Institute is co- 
sponsored by the Colleges of Law and Business 
Administration, along with three professional 
associations of the state. 


FLORIDA 
University of Miami 


New appointments as instructor include 
MARSHALL J. Cotcorp and MANUEL ZAIAC. 


147 


H. A. Fryney recently addressed the Account- 
ing Society. 

Harry R. Price received the Doctor of Philos- 
ophy Degree from Northwestern University in 
1954 and has been promoted to the rank of associ- 
ate professor. 

ELBERT SILVER has returned after receiving 
the Master of Law Degree from New York Uni- 
versity. 

Howarp A. ZAcurR has recently received the 
Doctor of Philosophy Degree from the University 
of Pittsburgh. 

The above items were erroneously credited to 
the University of Florida in the last issue. 


ILLINOIS 
Loyola University 


Committee appointments of the Illinois Society 
of CPAs include the following staff members: 
Rosert A. MEIER, committee on education; and 
ARNOLD N. ScHoRN, survey committee. 


LOUISIANA 
Tulane University 


Thirty nationally known taxation experts 
served as visiting lecturers for the Fifth Annual 
Tulane Tax Institute held in November in New 
Orleans. 


NEW YORK 
New York University 


New additions to the staff include Bruce 
FuTHEY, formerly of Michigan State College, as 
professor, and WENDELL P. TRUMBULL, formerly 
of the University of Mississippi, as associate pro- 
fessor. The following instructors have been added 
to the staff: ARTHUR M. ARNOLD, VINCENT J. 
CuHarte, HERMAN CLURMAN, MARTIN A. GAGE, 
TREDWELL H. Hopkins, ARNOLD KAUFMAN, and 
KUSHEL. 

retired as professor of ac- 
counting in August, 1955, after a period of 34 
years’ service. 


Syracuse University 


Martin Moss has been added to the staff as 
assistant professor. 

Joun CLINKENBEARD has resigned to take a 
position with Western Reserve University. 
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NORTH CAROLINA 
Duke University 


EVERETT J. MANN has resigned his position as 
associate professor and is presently living at 27 
Rue de Belvedere, Boulogne-sur-Seine, France. 


OHIO 
University of Akron 


DENNIS GORDON has been elected president of 
the Akron chapter of NACA. 

James H. and Rosert G. KATZEN- 
MEYER have been elected to the Akron chapter 
NACA board of directors. 


Ohio State University 


Eric L. Kouier was visiting professor, teach- 
ing at graduate level, during the winter quarter. 

Howarp C. GREER will be visiting professor 
during the spring quarter. 

HERMANN C. MILLER died suddenly of a heart 
attack in October, 1955. He had served as a mem- 
ber of the university teaching staff since 1923. 

New staff appointments include LEo D. SToNE 
as associate professor, and WILLIAM R. MATTHIES 
as instructor. 

Paut E. Ferric has returned from a position 
with the American Institute of Accountants. His 
rank is associate professor. 

Paut L. NosBtie has returned from a year as 
acting secretary of the college. He has been pro- 
moted to associate professor. 

James R. McCoy has been elected president 
of the Columbus Chapter, NACA. 

W. B. JENcks is now secretary-treasurer of 
the Grand Council of Beta Alpha Psi. 

Tuomas R. PICKRELL has resigned to accept a 
position with the Continental Oil Company in 
Oklahoma. 


OKLAHOMA 
University of Oklahoma 


Vot G. Epmonpson has resigned from the 
staff to take employment in Tulsa. 

VERNON UpcHurcu, formerly on the faculty of 
East Central State College, has joined the staff. 

OrHEL D. WEsTFALL is serving as acting dean 
of the College of Business Administration while 
Dean H. B. Brown is away lecturing at Harvard 
University. 

OTHEL D. WESTFALL, WILLIAM C. McGrew 
and C.L. McLarne spent several weeks last sum- 
mer as acting consultants with the Air Force at 
Tinker Field. 

Dewey L. Barnes has been named secretary 
of the Oklahoma State Board of Accountancy, 
replacing B. F. Harrison, of Oklahoma A. and 


M. College, who served on the board and as secre- 
tary for 8 years. 

In November, the university was host to the 
Sixth Annual Tax Conference, co-sponsored by 
the Oklahoma Society of CPAs. 


Oklahoma A. and M. College 


Joun O. Morrirtt has joined the staff full time 
as an instructor. MorritT passed the CPA exami- 
nation in May of last year. 

B. F. Harrison has resigned his position as a 
member of the Oklahoma State Board of Ac- 
countancy. 


University of Tulsa 


CurrrorD E. Hutton, formerly assistant dean 
at Oklahoma City University, has been ap- 
pointed assistant professor. 

EARL CLEVENGER, formerly of the University of 
Oklahoma, has been appointed associate professor. 


TENNESSEE 
University of Tennessee 


Epwarp S. Wynn, formerly of the University 
of Texas, has been appointed associate professor. 

Tuomas E. NAVE has been added to the staff as 
lecturer. 

Witiam C. Henry is chairman of the Knox- 
ville chapter, Tennessee Society of CPAs. 

Harvey MEYER spoke at the Accounting In- 
stitute of the University of Georgia in November. 

The department conducted the Sixth Annual 
Tax Institute at Nashville this September with 
co-sponsorship of the Tennessee Society of CPAs 
and the Tennessee Bar Association. 


TEXAS 
Texas A. and M. 


Recent newcomers to the accounting staff in- 
clude James N. Byers, who has been appointed 
as instructor and comes from Texas Technological 
College, and Epwarp S. PACKINGHAM, as associ- 
ate professor, coming from a position in industry. 


North Texas State College 


Donatp N. Jones, formerly of San Angelo 
Junior College, has joined the staff. 

N. G. SULLIVAN has returned to the staff after 
completing course requirements for the doctorate 
at University of Texas. 

Paut R. BRECKENRIDGE is on leave working 
for the doctorate at University of Texas, having 
been awarded a scholarship of the Humble Oil and 
Refining Company. 

Horace R. Brock has been appointed to rank 
of associate professor. 

Tom Rose, chairman of the department, has 
been promoted to full professor. 
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Accounting 


Donatp Cousins, Editor, The Accounting Field 
(London: English Universities Press Ltd., 1954, pp. 
pp. 291, 21 shillings). 


Even in the face of mounting daily responsibilities, 
public and industrial accountants endeavor to keep 
abreast of the specialized literature which pours from 
American and overseas presses. Under current condi- 
tions, they must not only follow developments in ac- 
counting and auditing, but in the related areas of 
finance, management and taxation. A number of vol- 
umes of readings recently have been prepared to ease 
the pressure on the practitioner’s time by offering him, 
in capsule form, a survey of developments deemed of 
permanent professional or managerial importance. 

The volume titled The Accounting Field, planned and 
edited by Donald Cousins, professor of accounting and 
administration in the University of Birmingham, has 
this objective. Designed “‘to integrate some of the more 
important specialized branches with the general princi- 
ples of accounting,” it has reached a wide audience in 
Britain because it indicates, perhaps more than any 
other recent publication there, the scope of the con- 
temporary accountant’s activities. Those who agree 
with the reviewer that accountancy has no national 
boundaries will find this volume important from both 
the practical and educational viewpoints. 

Various sections of the book consider management 
accounts and standard costs, mechanization in the 
office, the impact of death duties, borrowed capital and 
its provision, the auditor’s experience of the Companies 
Act 1948, organizational and other problems of national- 
ized industries, the director’s viewpoint of management 
and social accounting. Professor Cousins selected in- 
dividuals highly qualified to discuss these fields. Al- 
though they draw upon experience gained in the indus- 
trial Midlands, their range of interest lies far beyond 
this section of England. 

No indication is given as to why the particular eight 
topics just listed were selected for detailed consideration, 
and why certain other equally important issues in Brit- 
ish accountancy and management were omitted. Possi- 
bly, as one example, a paper is devoted to the auditor’s 
experience of the 1948 Companies Act since this measure 
is now up for revision. The authors of this section con- 
clude that ‘‘in specialist matters like accounting, public 
opinion is shaped by the best accounting practice. 
Auditors and accountants should therefore regard the 
legal requirements as to accounts at any given time as 
a minimum, and should give continual consideration to 
the principles governing their preparation and to the 
ways in which they can be improved to give a truer and 
fairer view both to the individual shareholder and to the 
community in general.” 

In the field of nationalized industry, the task of re- 
cording and examining financial data has become of 
vital importance in Britain in the last decade. Indeed, 
the transfer of 20% of the British economy to the state 
after the war, and the return of the iron and steel in- 
dustry to private ownership in more recent times, could 
not have been accomplished without the assistance of 


professional accountants. Americans reading this section 
of the book will inevitably count the blessings of the 
comparatively unrestricted domestic economy. 

Managerial accounting in the United States expanded 
rapidly before and after the second War, but the Anglo- 
American productivity teams and other agencies have 
had tremendous effect on the spread of cost accounting 
in every phase of British business. In addition, these 
forces have stimulated adoption of the premise that cur- 
ricula in accounting and management should be intro. 
duced in British universities, This has been accomplished 
except at Cambridge and Oxford, but at the first-named 
a Research Chair in Accounting and Finance was estab- 
lished in July 1955. In a foreword to The Accounting 
Field, Lord Piercy, Chairman of the Industrial, Com- 
mercial and Finance Corporation, refers to the “early 
days” at the London School of Economics when 
Lawrence R. Dicksee, who wrote the first book on audit- 
ing, occupied the Chair in Accounting and Business 
Methods endowed by Sir Ernest Cassel. 

The section of the Cousins’ book on the rising toll of 
death duties over the last sixty years on the family- 
owned enterprise presents an important force in the 
disintegration of family-owned enterprises. Since it 
appeared, the Royal Commission has rendered its long- 
awaited report, a document which is filled with material 
for the student of comparative taxation. 

Finally, the discussion of social accounts by two of 
Professor Cousins’ University of Birmingham col- 
leagues points the way to an area as yet virtually un- 
touched by accountants in the United States. The 
British, it would seem, pursue the theoretical more 
avidly today than do Americans. This is nowhere more 
evident than in social accounting where an American 
Accounting Association committee is trying to stimu- 
late study, research and publication by accounting 
students, practitioners and professors. 

Mary E. 

Division of Business 

Administration and Economics 
Los Angeles State College 


W. E. Karrensprock AND Harry Smsons, Advanced 
Accounting—Comprehensive Volume (Cincinnati: 
Southwestern Publishing Company, 1955, pp. xii, 
948, $6.50). 


Advanced Accounting—Com prehensive Volume is a 
revision of Advanced Accounting by the same authors, 
published in 1949. It is intended for use by students who 
have had a year of principles and a year of intermediate 
accounting and provides adequate material for a year’s 
study at the advanced level. According to the authors, 
this book is designed “for those persons who would gain 
an appreciation of the application of fundamental theory 
to a number of important fields and activities in our 
business society.” More specifically, it is intended to 
be appropriate for use by accounting majors, particu- 
larly those who have as an objective the passing of the 
CPA examination as well as for the non-accounting 
major business student. As far as the first of these 
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groups is concerned, e.g., potential CPA candidates, the 
authors have done an excellent job of examining, in a 
well organized manner, the areas in which the CPA 
candidate must possess proficiency. On the other hand, 
the areas covered and the emphasis on technical prob- 
lems make it difficult to visualize the profitable use of 
this book by the non-accounting major. 

Advanced Accounting—Comprehensive Volume is 
organized in what may be described as conventional 
form for textbooks at this level. It is divided into six 
sections, each containing two or more chapters dealing 
with related subject matter. 

Pari I contains five chapters dealing with the ac- 
counting for partnerships and joint ventures. The 
typical problems associated with the organization, 
operation, dissolution, and liquidation of a partnership 
are considered and adequately illustrated with examples. 
A desirable feature is the presentation of the develop- 
ment of a plan or program covering the distribution to 
creditors and partners of cash which may become avail- 
able in the course of the installment liquidation of a 
partnership. The inclusion of a chapter dealing with the 
accounting for joint ventures is, at best, of questionable 
value. 

Part II is entitled Special Sales Procedures and 
covers the particular problems of installment sales, 
consignments, and home office and branch relation- 
ships. The chapter dealing with the installment sales 
method of revenue recognition is almost entirely re 
stricted to the consideration of the mechanical features 
thereof, with little or no attempt made to emphasize 
that the installment method is only an incomplete ap- 
plication of the cash basis of income measurement. As 
a result, no consideration is given to the possibility of 
employing procedures which result in the recognition of 
revenue in an amount equal to cash collections. 

The problems arising in connection with corporate 
combinations and mergers and the preparation of con- 
solidated statements are covered in nine chapters in 
Part III, The entity concept of consolidated statements 
is explained and briefly illustrated, and the implications 
of this point of view are also cited in connéction with the 
examination of the problem of unrealized profits on inter- 
company sales. The treatment of consolidated state- 
ments is complete and its understandability is enhanced 
by extensive use of both short and long illustrations. 
A chapter dealing with the special problems related to 
the accounting for foreign branches and subsidiaries 
concludes this section. This chapter would be improved 
by more extensive examination and illustration of some 
of the special problems relating to foreign holdings, such 
as restrictions on currency convertibility and devalua- 
tion. 

Part IV contains five chapters which examine the 
special accounting problems which arise in a ‘“‘sick” 
business and the accounting for estates and trusts. The 
preparation of the statements of affairs and realization 
and liquidation and the accounts and statements of a 
receiver are discussed and illustrated. Separation of the 
accounting for estates and trusts permits relatively 
extensive attention to special legal problems of each. 

Part V discusses, in two chapters, the essential fea- 
tures of the accounts and statements of a governmental 
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unit. There are many, including the reviewer, who may 
question the advisability of including this material in a 
general advanced accounting text. On the other hand, 
if its inclusion is appropriate, it would seem desirable 
to also give some attention to the problems of account- 
ing for educational institutions and hospitals. 

The concluding section, Part VJ, contains three 
chapters, two of which deal with the development of the 
principles of compound interest in relation to amount 
and present values, and the third illustrates the applica- 
tions of these techniques to specific accounting prob- 
lems. The extensive use of diagratis as a part of the 
discussion of compound interest should result in a more 
rapid grasp of this often difficult area. 

The authors have done a commendable job of citing 
authoritative references ftom publications of the Ameri- 
can Institute of Accountants, the American Accounting 
Association, and the National Committee on Govern- 
mental Accounting. There ate numerous points where 
critical examination of the recommendations presented 
or the underlying reasoning would be desirable. 

There are some instructors who might prefer alterna- 
tive terminology in lieu of the exclusive use of ‘earned 
surplus” or “‘surplus.” Presentation of purchase and 
sales discounts as miscellaneous income or expense may 
be irritating to many. 

The assignment material in Advanced Accounting— 
Comprehensive V olume is divided into three categories. 
Each chapter contains questions of a type requiring a 
verbal answer, exercises (short problems) suitable for 
classroom illustrations or short quizzes, and problems. 
There are an average of twelve questions, seven exér- 
cises, atid ten problems in each chapter. Ninety-six of 
the problems have been adapted from the uniform CPA 
examination. 

The instructor who desires a complete and well 
organized text which does an excellent job of assisting 
in the preparation of students for the CPA examination 
and who does not desire extensive consideration of 
underlying theory or alternative concepts will welcome 
the publication of Advanced Accounting—Com prehensive 
Volume. 

Samvuet R. Herworta 
Associate Professor of Accounting 
University of Michigan 


Criarence L. VAN SICKLE, Cases im Cost Accounting 
(Englewood Clifis, N. J.: Prentice-Hall, Inc., 1955, 
pp. 422, price $4.75). 


The word ‘‘case” is a catch-all term that is applied 
to a variety of types of teaching material. The 42 cases 
in the Van Sickle collection include examples of several 
different types, although they are not designated as such. 
A rough classification of the cases into categories is 
attempted below as a means of suggesting the character 
of the book. 

An issue case is one that describes a problem or issue, 
gives information relevant to the solution of this issue, 
and calls upon the student to reason through to @ solu- 
tion, to recommend a course of action, and to be pre+ 
pared to defénd it. I would put 16 of the Van Sickle 
cases in this category, although several of these do not, 
I think, contain al) the information necessary to a 
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decision. An example of an issue case is Case #10 in 
which the problem is how to get foremen interested in 
cost control. Three possible bonus plans tied to cost 
performance are described in detail, and the student is 
asked to recommend one plan (or, I suppose, to argue 
against the whole idea of a bonus). 

A descriptive case describes a system or procedure 
and asks the student to understand this sytem. In this 
category are 17 cases. For example, Case #3 is an article 
on the MAPI formula for equipment replacement, and 
the student is asked to understand the MAPI procedure; 
he is not asked to use the procedure in the solution of a 
specific problem. 

A diagnosis case describes a situation in which a 
problem or issue may be lurking, and the student’s 
principal task is to find out what the issue is. I count 
two such cases. One of them is Case #4 which tells the 
story of a once profitable company that has gotten into 
difficulty, as evidenced by a severe cash stringency. 
Cost and other data are presented in detail, and from 
an analysis of these data the student may reach some 
conclusion as to where the trouble lies. 

A springboard case focuses on an issue, but does not 
give the student enough information about the problem 
to reach a considered conclusion. Rather, it leads to a 
broad discussion, based on general knowledge and com- 
mon sense. For example, Case #38 gives a brief descrip- 
tion of the products made from crude oil and of recent 
technological changes in petroleum refining. From this 
springboard, the student can jump to the problems in- 
volved in pricing petroleum products and compare or 
contrast these with pricing problems in other industries. 
There are four other cases that may fit in this category. 

A problem, as I define it, has a numerically correct 
answer, and the student’s task is to calculate through 
to this answer. I classify only two of the 42 cases in this 
category. As a matter of fact, ‘“‘pencil pushing” is 
actually required in only a very few of the cases, and 
most of the cases are arranged so that the student cannot 
make a figure analysis even if he wants to. This is un- 
usual in an accounting course. 

Another way of classifying these cases is by topics. 
The cases touch on about all the topics that are likely 
to be covered in an industrial accounting course, except 
problems peculiar to certain kinds of businesses such as 
banks and stores. The topics I noted are: capital 
budgeting, control of defective work, production cost 
control, inventory control, inventory valuation, de- 
preciation policy, wage payment plans, incentives for 
cost control, make or buy, organization for cost control, 
joint and by-product costing, variable and nonvariable 
costs, standard costs, proration and allocation of over- 
head, burden centers, direct costing, allocation of mar- 
keting costs, nonmanufacturing cost accounting and 
control budgeting, breakeven point analysis, pricing, 
tax problems, and figuring return on investment by 
product lines. Despite the broad topical coverage, there 
is a certain narrowness of treatment that results from 
the fact that many of the cases relate to the same com- 
pany or industry. 

This book has no text material. There are 10 to 15 
questions accompanying most cases, and in one instance 
there are 39. The instructor who feels that this amount 


of detail may turn the class discussion into a mere 
question-and-answer period can easily avoid this danger 
by eliminating all or almost all of the questions. 

Eleven of the 42 cases deal with a single company, 
the “Liberty Locker Corporation,” and describe its 
standard cost and budgetary contro] system in great 
detail. Included are a complete set of figures, presented 
in over 100 exhibits, that show the ramifications of the 
system all the way from setting the standard material 
cost on one locker to the over-all budgeted income 
statement, budgeted balance sheet, and working capital 
budget. 

A case is a flexible teaching tool, and the classroom 
discussion of the same case will differ considerably 
among instructors. Thus, even though one might not 
like some of the material as it is written, he might be 
able to reshape it in the classroom discussion. For 
example, in several of the cases, the device is used of 
setting forth fallacious arguments by quoting the presi- 
dent or a member of the Board as having made them; 
and in others, principles are enunciated by the device 
of having an all-knowing controller enlighten ignorant 
top management. Both these devices make top manage- 
ment appear to be shallow or stupid, and make the ac- 
countant appear to be always wise and knowledgeable. 
I don’t think this is the way things are in real life, but I 
think this could be handled in the classroom by playing 
down or glossing over these quotations. Or for another 
example, I get the feeling that the cases imply that a 
standard cost system is always better than an actual 
cost system, that prorating overhead to products and 
cost centers is better than not doing it, that a device 
here called ‘differential cost analysis” is a good thing, 
and so on. I think these impressions can be corrected, or 
at least critically examined, in a good class discussion of 
a case. 

Rosert N. ANTHONY 
Associate Professor 
Harvard Business School 


Joun Arcn WuiTE and Marcus H. Bean, Elementary 
Accounting, Fourth Edition (Boston: D. C. Heath 
and Company, 1955, pp. xiv, 690, $5.75). 


This text is a rather complete revision of Elementary 
Accounting, Third Edition, by John Arch White (D. C. 
Heath and Company , 1949). In making this revision 
the authors have endeavored ‘‘(1) to reorganize the ma- 
terial for better emphasis on those ‘generally accepted 
principles’ of accounting essential to a thorough under- 
standing and effective use of accounting; (2) to eliminate 
such material which in the general view of users of the 
text is least important to the student and to expand 
the treatment of other materials considered more useful; 
(3) to illuminate the descriptions of techniques and pro- 
cedures by more and better illustrations; and (4) to so 
organize the increased amount of problem materials as 
to permit the instructor to alternate problem assign- 
ments from one year to the next.” 

Elementary Accounting is designed for use as a text 
in the beginning course in accounting, taught at the 
freshman or sophomore level, primazily for business 
students including both accounting majors and others. 
The first four chapters develop the bookkeeping cycle. 
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These are followed by two chapters on the special prob- 
lems of merchandising establishments. Subsequent 
chapters in the first half of the book deal with the fol- 
lowing subjects: adjusting entries, the preparation and 
use of financial statements, special journals and con- 
trolling accounts, negotiable instruments, interest and 
discount, internal check, payroll accounting and other 
accruals, and the voucher system. The second half of the 
material treats specific problems. Two chapters on 
accounting for assets are followed by discussions of 
departmentalization and factory accounting. The prob- 
lems of accounting for companies with multiple owner- 
ship are treated in the next four chapters. The three 
concluding chapters deal with financial statement 
analysis, cost accounting, and fundamental concepts 
and standards of accounting. The teaching approach 
to the introduction of accounting is a combination of 
the equation and balance sheet methods. The presenta- 
tion is relatively simple and direct, yet logically ordered 
and generally comprehensive. The treatment should 
enable the student to grasp the fundamental relation- 
ships and procedures which form the heart of accounting. 
The introductory chapters appear to be the most 
effective in the entire book. 

The authors rightly believe that a student should 
know more than how to carry out certain procedures if 
accounting training is to be of any value. ‘‘He must 
understand those principles underlying the accounting 
structure which enable him to explain to himself why a 
specific accounting convention is ‘generally accepted,’ 
why he may prefer one procedure over another.” In 
keeping with this concept, considerable re-arranging of 
materials has been done, especially in the second half of 
the book. Increased attention has been given to assets, 
and an entirely new chapter dealing with the valuation 
of inventories has been added. Another new chapter 
explains the nature of accounting conventions and 
“principles.” The recommendations of the committees 
of the American Accounting Association and the 
American Institute of Accountants have been incor- 
porated throughout. Modern terminology has been 
adopted, but the old titles have not been entirely 
abandoned since it is recognized that they are still 
encountered in the business world. 

The new edition contains more illustration, diagrams 
and problems than does the former. There are adequate 
examples of business papers and forms, journal entries, 
“T” accounts, etc., to aid in the exposition of the 
written matter. Of special note are a three-color, eight- 
page demonstration of the accounting cycle and a 
“principles diagram.” There are two classes of problems: 
the short “Questions for Class Discussion” at the end 
of each chapter, and the problem section at the end of 
the book containing the longer problems for assignment 
outside of class. The short questions are generally good, 
and are largely carried over from the previous edition. 
The longer problems are in two complete sets for each 
chapter and are closely correlated with the text material. 
Two practice sets are available, in the problem section 
of the book itself. 

The book is recommended for the consideration of 
those who prefer a relatively elementary approach that 
covers the fundamental procedures and conventions 
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thoroughly, ignoring some of the more specialized and 
difficult areas. 
K. Storey 
Associate in Accounting 
University of California, Berkeley 


Frep V. GarpNer, Profit Management and Control 
(New York: McGraw-Hill Book Company, 1955, pp. 
X, 285, price $6.00). 


In 1940, Fred Gardner published a book, Variable 
Budget Control through Management by Exception and 
Dynamic Costs, which presented the need for control by 
flexible budgets and described how to set up and ad- 
minister this tool. Mr. Gardner now brings out Profit 
Management and Control in which he explains the 
philosophy, the principles, and the techniques which he 
has developed in his more than a quarter of a century of 
experience in installing budget and cost systems and in 
managerial positions. 

The main theme of the book is expressed in the au- 
thor’s own words in the preface as follows (page vii): 


‘“Management’s techniques in coping -with prod- 
uct growth have developed much faster than his 
ability to measure and express these values. The costs 
of keeping costs have too often become out of propor- 
tion to the values which accrue. Methods and 
procedures in expressing value from fundamental 
details to the most formal accounting statement have 
not kept pace with the dynamic physical develop- 
ment. 

‘‘There are two major reasons for this discrepancy: 
(1) profits have been too easy to come by for too long 
a period of time, causing a dulling of ‘tight ship’ cost 
thinking, and (2) the people who by inference are 
custodians of value think in terms of figures which 
are bound in a ‘straight jacket’ of accounting and 
cost techniques. These methods may still be satis- 
factory for accounting requirements, but today are 
unsatisfactory as a medium to control a dynamic 
running management that has changed so drastically 
in needs the past few years.” 


In Mr. Gardner’s 1940 book one chapter briefly 
explained breakeven points and their uses. His 1955 
book develops the subject much more fully. The new 
book is divided into two sections. In Section One, 
Basis for Profit Control (chapters 1 through 11), the 
author states the ten points of his philosophy of manage- 
ment (pages 6 and 7) and explains the need for, and the 
mechanics of, the breakeven concept. His six ‘“Laws of 
Profit” (page 47) are related to the breakeven point. 
These six laws are predicated on the three major factors 
causing profit variations: mix-of-product changes, per- 
formance changes on any volume, and volume fluctua- 
tions. The author believes that lag in cost control is 
widespread in business but he isconfident that the proper 
use of breakeven points will correct this situation. 
Breakeven techniques are applied to develop the 
“‘capitalgraph” to calculate the amount of money re- 
quired to serve the various levels of sales activity. Nine 
“Laws of Capital Requirements” are given (pages 
100-101). 

Businessmen will not only be interested in the “‘why” 
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and “how” of applying breakeven analysis in their own 
companies but also in the factual data given in Chapter 
11. The author kept scatter charts beginning in 1937 
on 1,500 companies, which represent over half the manu- 
facturing business in the United States. As a result he 
is able to list breakeven points by industrial groups for 
different periods of years. 

In Section II, Use of Breakeven Points in Management 
Decisions (Chapters 12 through 27) there are separate 
chapters on the use of breakeven points to aid in per- 
forming each of the following: plan and forecast costs, 
control overhead, measure profit efficiency, determine 
selling prices, compare costs against competitors’ per- 
formance (as available in published reports), analyze 
organization structure, establish bonus plans, educate 
supervisory personnel, use in labor relations, use in direct 
costing analysis, employ in retail store controls, and use 
jointly with capitalgraphs in making decisions on 
capital expenditures. Twenty pages are devoted to the 
use of capitalgraph factors in forecasting capital 
requirements. 

This heavy emphasis on breakeven analysis does not 
mean that the author believes he has some effortless 
panacea, for in his own words (page 7) “‘.. . a break- 
even-point expression does not solve the management 
problem but merely crystallizes the problem.” 

The discussion on pages 178 to 184 on the fallacies 
of trying to increase profit by indiscriminate increases 
in sales volume and in particular by the use of sub- 
standard prices covering only the cash outlay necessary 
for the increased volume should prove valuable to 
those who are inclined to succumb to these allurements. 

The book has some helpful suggestions on the use 
of charts in color (Chapter 25, Eye-Control Manage- 
ment). Chapter 26 (Better Accounting Techniques) 
contains some constructive suggestions to enable man- 
agement to control costs more effectively. A short 
chapter on controllership completes the book. 

The author often uses colorful language to brighten 
the technical discussions. In spite of this, the book is 
not an easy one to read, but management people and 
accountants who study it will be well rewarded for their 
efforts. It should also be of considerable interest to 
teachers and students in the fields of management, 
costs accounting, and budgeting. 

Ropert I. Dickey 
Professor of Accountancy 
University of Illinois 


EvcGene L, Grant and Paut T. Norton, Depreciation, 
revised printing (New York: Ronald Press Com- 
pany, 1955, pp. 504, $7.50), 

This book is a useful manual on the accounting 
and income tax treatment of depreciation, on business 
decisions related to the fact of decline in value of 
physica] assets, and on the limitations of book figures for 
depreciation, 

The book is well organized for use as a college text- 
book, albeit it may be somewhat biased in favor of 
declining-balance depreciation for accounting and in- 
come tax purposes. Further, the book does not discuss 
depreciation as it relates to public utilities, a most im- 
portant segment of the depreciation problem. 


Part I (29 pages) presents fundamental concepts of 
the various meanings of depreciation as a decrease in 
value, as amortized cost, as difference in value between 
an existing old asset and a hypothetical new asset 
taken as a standard of comparison, and as impaired 
serviceability, Each of these concepts is explained and 
illustrated. The causes of the decline in value of property 
and of retirements, both from functional and physical 
causes, are explained. 

Part II (210 pages) is intended to develop the philos- 
ophy and techniques of determining depreciation ex- 
pense under orthodox depreciation accounting, and to 
trace the development of the current treatment of 
depreciation in income tax administration. A succinct 
explanation is presented of the accounting concept of 
depreciation as amortization of cost. This is followed 
by a chapter on methods of estimating service life, 
especially by actuarial analyses and the usual turnover 
approach. 

Considerable space is devoted to explanation of the 
item or unit application of the straight-line method 
as compared with the group pian. The discussion relates 
especially to the income tax effect of the use of the two 
applications of straight-line depreciation accounting. 
The authors claim that the prevalent belief that 
straight-line depreciation accounting has the merit of 
great simplicity is false. The straight-line item method 
is extremely complex when estimated lives are changed 
from time to time. It is stated that although the straight- 
line group basis may appear to be a simple method for 
a few years to those who use it without checks on their 
depreciation rates, unless by chance the rates corres- 
pond to their own experience with retirements, the 
short-run simplicity will be only a temporary advantage 
gained at the cost of future difficulties that will occur 
when drastic revisions of depreciation rates are re- 
quired. 

This view of the authors may be influenced by their 
belief that depreciation for income tax purposes should 
be allowed at a more rapid rate in earlier years than 
would be the case with the straight-line basis. Even 
prior to the enactment of the Internal Revenue Act of 
1954, the authors had advocated the remaining balance 
method of accounting for depreciation both for income 
tax and accounting purposes. 

A chapter is presented on the treatment of deprecia- 
tion in federal income taxation in the United States. 
Special emphasis is laid on the practices before and 
after 1934 when Treasury Decision 4422 was issued. 
It is pointed out that before that time it was common 
practice for taxpayers to be allowed depreciation on 
an item basis or a multiple straight-line basis with an 
additional allowance given for losses on premature 
retirements. Following T.D. 4422, the straight-line 
group basis was brought into much more common usage 
with the result that depreciation allowances were gener- 
ally less than formerly. 

Part ITI (90 pages) deals with a number of business 
problems relating to depreciation accounting such as 
economy studies of alternative assets, appraisals, con- 
servation of capital, financing of replacements, prob- 
lems created by price leve] changes, and uses and limite- 
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tions of depreciation accounting as a guide to business 
decisions. 

Part IV (55 pages) discusses the public interest in 
depreciation allowances for income tax purposes and 
makes suggestions for improvement therein. The 
authors claim that obstacles to investment in new fixed 
assets exist because of current income tax regulations 
and practices in the United States. 

Low allowable depreciation rates in the early years 
of life alter decisions based on economy studies. High 
tax rates make it harder to finance purchase of new 
assets where studies show it would pay to replace them. 
This combination of low depreciation rates in the early 
years and high tax rates tends to weaken the competi- 
tive position of smaller and medium-sized companies. 

The authors’ recommendation for improvement 
(made in the 1949 edition) was the consistant use of: 


(a) Straight-line method with the entire cost, less 
salvage value, of assets being written off in 
two-thirds of the estimated service life; 
Multiple straight-line method with half of the 
cost, less salvage value, written off in the first 
quarter of the estimated service life, and the 
remaining half in the final three-quarters of the 
life; 

Declining-balance method using a rate on de- 
clining balances equal to not more than 2.5 times 
the appropriate straight-line rate based on the 
estimated average service life. 


The authors stated further that they believed 
method (c) would be preferable to methods (a) or (b) 
in most circumstances. 

Part V (39 pages) analyzes tax depreciation under 
the Internal Revenue Code of 1954 in which the de- 
clining-balance method at twice the straight-line rate, 
the sum-of-the-years digits method, and other liberal- 
ized depreciation methods were authorized. The pro- 
visions of the act are explained and illustratiye exam- 
ples are set forth. 

The authors are under the impression that there is 
no practicable way under the sum-of-the-years digit 
method to give effect to retirements dispersion of 
property. As a matter of fact, by use of unit summation 
procedures, it is feasible to apply the sum-of-the-years 
digit method to mass property accounts. And, if the 
survivor curve applicable to the property shows sub- 
stantial infant mortality, the initial sum-of-the-years 
digit depreciation rate may be over three times the 
straight-line group rate. 

Additional study in the light of the regulations which 
may be issued by the Commissioner and under the cir- 
cumstances of a particulur situation are necessary 
before deciding upon the best procedure under the 1954 
Revenue Act. 

As a whole, this reviewer believes the book is a valu- 
able contribution to the literature on depreciation. He 
regrets, however, that the authors did not discuss the 
fact that, if those taxpayers owning depreciable property 
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get tax reductions through additional depreciation 
allowances, the reduction in government revenues must 
be made up elsewhere, And since the great bulk of all 
capital expenditures are made irrespective of the de- 
preciation provisions of the revenue acts, it would seem 
to follow that the burden of providing the additional 
tax revenue has been transferred to those not owning 
depreciable property. 

AsEt R. COLBERT 

Chief, Accounts and Finance Department 

Public Service Commission of Wisconsin 


Water O. Harris, Municipal Public Works Cost Ac- 
counting Manual (Chicago: Public Administration 
Service, 1955, pp. 97, bound $3.00, loose-leaf $2.50). 


The tremendous progress made by municipal and 
governmental accounting over the last generation con- 
tinues in this new publication, which is an outgrowth 
of many installations of public works cost accounting 
systems made by the Public Administration service, 
The system is complete with respect to account classifi- 
cations, forms, records, procedures, cost reports and 
statements. Although designed for manual operation, 
provision has been made for machine installations. 
Moreover, the attempt has been carried out to have 
it suitable for large and small cities, and sufficiently 
elastic to meet the peculiarities to be found in the vari- 
ous municipalities. This is much more than a typical 
system of accounts, because the inclusion of cost ac- 
counting and performance budgeting, and the recogni- 
tion of accruals, constitute a modernization of munici- 
pal accounting. 

The manual begins with developing the account 
structure and is followed with an extensive discussion 
of cost centers, including the meaning of cost centers, 
their importance and the technique of operating them 
in the system. A very good chart is presented which 
shows how cost centers are assigned to responsible 
persons. A second chart is introduced whereby cost 
centers are grouped according to functions. ‘‘Revolving 
funds” are discussed with the meaning of the term 
given special consideration to include purchase, storage 
and handling of commodities; purchase, maintenance 
and operation of motor equipment; provision of shop 
and manufacturing services; and finally operation of 
building. Especially significant is the recognition of the 
importance of providing for depreciation. 

A very complete and excellent set of forms is pre- 
sented together with a comprehensive discussion. The 
theory and technique of overhead distribution are given 
adequate consideration. Finally, forms for cost state- 
ments and reports are shown together with a discussion 
of their importance. 

The reviewer is impressed with the care taken in the 
preparation of the book, the tests made to assure satis- 
faction, and with the all around soundness of the work. 

S. Kress 
Professor of Accounting 
Washington University 
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ApEetBert G. Straus, Jr., Editor, Examination of 
Insurance Companies, Volumes 5 and 6 (New York: 
State Insurance Department, 1955, pp. Ixviii, 1334, 
$15). 


For many years supervisors in the New York State 
Insurance Department believed that there was a need 
for a formal, comprehensive training program for new 
examiners. Such a program was not developed, however, 
until 1952 when a three-year course consisting of some 
ninety lectures was inaugurated. Public demand for 
copies of these lectures finally led to publication of 
this series, of which earlier volumes were reviewed here in 
July 1954 and July 1955. Volumes 5 and 6 have now 
been released, and complete the series, except for Vol- 
ume 7, the complete index, to be published soon. 

Rate making and rate regulation dominate the dis- 
cussion in Volume 5 although there are chapters on 
such subjects as state retaliatory laws, the regulation of 
life insurance company accounting practices, methods 
of compensating life insurance agents, and the variable 
annuity. 

The section on rate making contains information 
which has not previously been available in a single 
text. Fleet rating for automobile liability insurance, 
experience and retrospective rating plans, and term 
discounts are among the many topics included. The 
description of how workmen’s compensation rates are 
determined together with an historical summary of the 
major rate revisions in this field since 1942 will be 
valuable to a controller or insurance manager respon- 
sible for the insurance program of a company. é 

The variable annuity is currently the most contro- 
versial topic in the field of life insurance, requiring as 
it does substantial changes in basic insurance philos- 
ophy. The conventional annuity guarantees the peri- 
odic payment of a fixed number of dollars; the variable 
annuity guarantees the payment of an amount fluctuat- 
ing with the market value of common stocks. Thus the 
number of dollars an annuitant receives from a variable 
annuity changes from year to year presumably in close 
relationship with the purchasing power of the dollar. 
The College Retirement Equities Fund was the first 
company to develop a variable annuity contract. The 
vice president and general counsel of this company 
describes the philosophy and operational details of the 
variable annuity in one of the more interesting chapters 
of this volume. 

The variety of topics included in Volume 6 ranges 
from an analysis of premium accounting for multiple- 
line companies to a description of single debit mortgage 
loan accounting; from a history of some twelve insur- 
ance trade and service associations to a discussion of 
“abandoned property” statutes. Of general interest is 
the chapter on the direct placement of securities with 
life insurance companies. After fully considering both 
the pros and cons of this approach, the author describes 
the covenants and agreements usually to be found in the 
direct placement of securities. Covenants concerning 
liens, additional funded debt, repayment of debt, ac- 


counting for assets and property, subsidiaries, divid. 
ends, rentals, insurance, and merger or sale are among 
those analyzed. In addition, statistics on direct finane. 
ing classified by type of security, by major industry, 
and by size of issue together with a cost comparison 
between privately and publicly offered obligations are 
all available in this chapter. 

Administrative agencies and administrative law, 
developed to deal with complex economic problems, 
are increasingly important instruments of our political 
structure. A characteristic of this development is the 
vesting in a single agency of legislative, executive, and 
judicial functions. One of the chapters of this volume 
examines the legal basis of administrative law. Leading 
judicial decisions regarding the delegation of quasi- 
legislative powers and the establishment of adminis- 
trative agencies are outlined in some detail. Although 
this discussion centers around the authority of a state 
department of insurance, application can easily be made 
to tax commissions, public utility commissions, and 
similar administrative agencies. 

At this point it may be worthwhile to re-examine 
the entire series. Over 4500 pages have been written 
describing all aspects of insurance company operations 
and the supervision and regulation of those operations 
by state insurance departments. It is obvious that in 
any work this comprehensive, a reviewer can find some 
elements to criticize. Although the organization of this 
series leaves much to be desired and occasionally 
minor errors have appeared, any criticism seems in- 
significant compared with the monumental contribu- 
tion to insurance literature which has been made. This 
series undoubtedly will remain a definitive work for 
many years to come. 

H. Wayne SNIDER 
Associate Professor of Business 
Illinois Wesleyan University 


Donatp R. Cressey, Other People’s Money (Glencoe, 
Illinois: The Free Press, 1953, pp. 191, price $3.00). 


This book reports on 113 case studies of embezzlers: 
mostly in Joliet State Prison in Illinois, previously 
described in condensed form in an article in the Journal 
of Accountancy, November 1951, under the title ‘““Why 
Do Trusted Persons Commit Fraud?” It is a mine 
of information about how embezzlers think, and thus 
very valuable to that necessary process in appraising 
a system of internal control, i.e. putting oneself in the 
position of the potential wrongdoer. Much of the value 
for us in the study is included in the magazine article 
above-mentioned; what the book adds is a series of 
excerpts from the case studies themselves, largely 
verbatim quotations from the individuals involved. 
The book suffers only from the basic weakness of all 
our studies about fraud and embezzlement—it deals, 
of necessity, only with those who got caught. 

Couched in the somewhat unfamiliar language of 
the professional sociologist and criminologist, the study 
is aimed at developing a theory of the conditions under 
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which trusted persons violate trust. The early pages 
labor away at somewhat tiring length on the applica- 
tion of “‘scientific method” to sociological studies. But 
as the author warms to his subject and brings out case 
after case and argument after argument in support of 
the position at which he finally arrives, the professional 
auditor or teacher of auditing cannot but be fascinated. 

The author’s theory in final form is this: ‘“Trusted 
persons become trust violators when they conceive of 
themselves as having a financial problem which is 
non-shareable, are aware that this problem can be 
secretly resolved by violation of the position of financial 
trust, and are able to apply to their own conduct in that 
situation verbalizations which enable them to adjust 
their conceptions of themselves as trusted persons with 
their conceptions of themselves as users of the entrusted 
funds or property.” (p. 30) 

The three phases of this theory in my judgment have 
significance to auditors as follows: 


1. the non-shareable problem: The potential embezzler 
has got himself into a fix he can’t discuss with 
anybody; our general approach to internal con- 
trol, i.e., of not worrying about collusion, would 
seem to be on the right track. 

. embezzlement as a possible solution: This means, 
of course that money must be of some help, and 
that the embezzler does not expect to get caught. 
The significance of the latter is the significance 
of the undetected mistake. To a potential wrong- 
doer an undetected error is an opportunity for 
fraud. 

. the rationalization: Usually this involves ‘‘bor- 
rowing,” but it may also be involved in gross 
underpayment under conditions of temptation 
and social pressure to maintain a high standard 
of living, or it may involve the idea that “busi- 
ness is business” or that ‘‘everybody does it.” 
It is interesting to learn that ‘Accountants and 
other violators consistently expressed the opinion 
that it is much more difficult to restore funds 
to an account without detection than it is to 
take funds in the first place.” (p. 118) 


The “non-shareable problem” is the. crux of the 
theory. Embezzlers, of course, are always trusted 
employees. Nobody else has a chance to embezzle. 
They occupy positions of dignity and prestige in the 
community. Then they get themselves in some kind of 
a problem they can’t talk to anybody about. It may 
very well be of the wine, women and song—fast women 
and slow horses—variety, although there is reason to 
believe in some cases that these stories are a part of 
the rationalization after discovery. In any event, 
money seems to be required and an opportunity for 
successful fraud appears to present itself. “Borrowing” 
without the knowledge or consent of the lender (steal- 
ing), and concealment, by fraud (lying)—follow in that 
order. 

Here are some illuminating quotations from the 
‘cases” studied: 


Case 99. ‘“No. My wife only knew about it when 
I got about $3,000 short. I gave her the impression 


right along that I’m going great guns. Why should 
T tell her and worry her about it? It wasn’t that bad 
at the time, why should I worry her about it? Even 
if I explained it to her she never could have known 
the conditions. I couldn’t have told her—she’d think 
I was completely nuts. I had spent a lot of money 
fixing up the house and what did I do that for? 
On account of my sister-in-law and mother-in-law 
too; you can’t tell them about that because it would 
be a kind of four-flusher. They were all so enthused 
about how well I was doing, and if I told them they’d 
think they couldn’t believe me or trust me. They 
would think I was nuts for spending money on the 
house. I didn’t want them to get impressions like 
that of me, after all these years. I didn’t think I 
had to let them know I needed the money. Then 
after I gambled I couldn’t possibly go and tell them 
I was $10,000 out.” 

Case 220. “‘...I didn’t think enough at the 
time of the seriousness of taking the bank’s money 
and didn’t look at it at all in the way yourself and 
others did, but thought because I felt sure I could 
repay the bank at any time by just selling my real 
estate property there that that would suffice, and 
to that end I made out a personal note payable to 
said bank and placed this note in my personal ef- 
fects with a notation attached to the note, saying 
that the note was the property of the bank and con- 
stituted withdrawals of money the checks for which 
had never been charged to my account in the regu- 
lar way. The checks were pinned to the note. . . . Of 
course I admit I was tricky enough in trying to 
mislead the examiner after his arrival by presenting 
false entries, etc. . .. Now I’m in jail of course and 
paying up for what I was then too blind to see, but 
you must remember that in a small country bank 
the officers and employees go a long ways in trusting 
a person that they consider worthy and quite often 
on that person’s word alone. So it seemed to me then 
that I wasn’t doing much out of the way when I had 
property there in my name and everybody knew 
about that property. Your Honor, might you not, 
in the event you see this matter as I do, shorten my 
sentence to say half the time?” 

Case 124. “I pled guilty to taking about $3,000 
from the office where I was Cashier, but I only 
got about $400. I profited very slightly. There was 
about $30,000 in all missing. There is no doubt that 
I juggled the books, but I was under orders to 
balance the books, no matter what the means. 
When I first noticed that the books didn’t balance, 
that there were shortages, I thought it was because 
of errors; we had millions of dollars in the office 
every day, and there were lots of opportunities 
for mistakes. Under orders from the boss, in a casual 
conversation he told me to see that they balanced, 
I put in checks (fictitious) to cover up the shortages 
when the auditors came. It went on for seven years; 
I knew in advance when the outside auditors were 
coming, and always had everything ready for them.” 

ArTHuR M. CANNON 
Professor of Accounting 
University of Washington 
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Raymonp W. GoipsmitH, A Study of Saving in the 
United States: Volume I—Introduction, Tables of 
Annual Estimates of Saving, 1897 to 1949; Volume 
II—Nature and Derivation of annual Estimates of 
Saving 1897 to 1949 (Princeton: Princeton University 
Press, 1955, pp. xxx, 1138; xxiv, 532, $30.00). 


These two volumes present what is undoubtedly the 
most comprehensive analysis ever made of saving 
in the United States or in any other country. Volume 
III, to be released shortly, will contain special studies 
by Goldsmith and others, including one on the construc- 
tion of national balance sheets. Volume I contains a 
300 page discussion of the findings of the study and 
over 500 tables presenting savings figures classified 
in a variety of ways. Volume II contains a thorough 
description of the theory, methods and problems of 
estimating savings. Sprinkled throughout both volumes 
are some penetrating comments on financial accounting 
and its relationship to social accounting. 

The two volumes provide such a wealth of data on 
savings classified and cross-classified by years, by 
groups doing the saving, and by the forms that savings 
take that only a portion of the major conclusions can 
be outlined here. The study shows that over the past 
half-century real per capita saving has been increasing 
at an average rate of about 1} per cent per year. How- 
ever, the variability of savings from year to year is 
marked, both absolutely and by comparison with 
changes in other economic series. Following a deep 
trough in the 1930’s and a great upsurge during World 
War IT, savings in the post-war years have settled back 
to the trend line of growth of a little less than two per 
cent per year. 

The data indicate a marked concentration in saving. 
“Tn recent periods more than four-fifths of current 
personal saving has been contributed by the tenth of 
the households having the highest income in the year 
in question.” Despite this concentration, saving is 
found to be general throughout the economy as re- 
flected by the fact that at the end of 1949 only one- 
tenth of all households had no net worth. Concerning 
the form of savings, the fifty-two year period has been 
“characterized by a considerable increase in the share 
of saving through consumer durables, life insurance, 
and pension and retirement funds and by a decline in 
the share of saving through corporate stocks and bonds, 
mortgages, and real estate.” These and other conclu- 
sions are supported by an impressive amount of statis- 
tical findings. 

Goldsmith’s characterization of the differences be- 
tween social accounting and financial (“business’’) ac- 
counting are certainly worthy of consideration by all 
accountants. He lists them as follows: 


‘‘(a) A relevant fact, to be recorded by the sys- 
tem of accounts, is determined in social accounting 
by considerations of economic theory and not by 
the habits guiding business accountants, who in this 
respect are influenced primarily by contemporary 
legal arrangements. 


““(b) Social accounting places much greater em. 
phasis on standardization and consistency than 
business accounting does. This is only natural as 
business accounting is interested primarily in aj 
individual enterprise, while one of the main prob. 
lems confronting social accounting is the combina. 
tion of the accounts of large numbers of economic 
units often of different types. 

“(c) Social accounting is not bound in the same 
way to the acceptance of the legal monetary unit of 
the time and place as business accounting is. Indeed, 
in some respects deviation from such adherence js 
necessary if the results of the accounting process 
are to retain economic relevance. 

‘*(d) Social accounting is free to deviate in other 
respects too from the customary procedures of busi- 
ness accounting if considerations of economic theory 
call for it. How far to depart from contemporary 
business accounting conventions, however, is one of 
the most difficult questions for social accounting, 

“(e) A particularly important deviation from 
business accounting occurs with respect to the time 
horizon underlying the system of accounts. For 
social accounting the economy as a whole is a per- 
manent entity with an infinitely long life. In business 
accounting many procedures are still influenced by 
its origin in the recording of short-term ventures, 
but the point of view which treats the business unit 
as a permanent entity has been gaining ground 
and as a result the discrepancies between the two 
systems on this score are being reduced. 

“(f) Secial accounting is not guided by the 
‘principle of conservatism’ which is of such impor- 
tance in business accounting, a principle exempli- 
fied by the customary valuation of inventory at cost 
or market, whichever is lower.” 


All accountants might well speculate on whether finan- 
cial accounting would not be improved if these differ- 
ences were lessened. Traditional accounting has much 
to learn from social accounting and much to contribute 
to it. 

It seems almost inevitable that errors would creep 
into a work of this magnitude. The most surprising 
of the errors occurs on page 52 of Volume II in Gold- 
smith’s discussion of the desirability of adjusting re- 
corded depreciation charges to take cognizance of 
changing prices. He states that “most of the official 
pronouncements by organizations of accounting theor- 
ists or practioners are still opposed” to such adjust- 
ments. He then cites Supplementary Statement No. 2 
(Price Level Changes and Financial Statements) of 
the Committee on Concepts and Standards of the 
American Accounting Association as an example of 
“the more conservative point of view.” By citing the 
report of the Study Group on Business Income as a 
committee report of the American Institute and ignor- 
ing Accounting Research Bulletin No. 33 (and its re 
statement in Bulletin 43), there is an implication that 
the Institute looks with favor upon price level adjust- 
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ments. Of course, the position of both groups is precisely 
the reverse of that stated or implied by Goldsmith. 

In the midst of an excellent discussion of the prob- 
lem of the unit of measurement, most accounting 
readers will be brought up short by the statement 
(Vol. II, p. 63) that “‘The substitution of LIFO for the 
conventional FIFO valuation is conceptually just the 
opposite of the shift from original to replacement cost 
depreciation and depletion. In the first case an attempt 
is made to approximate base period valuations, in the 
second, to adhere consistently to current values.” 
While it may be true that LIFO results in balance-sheet 
valuations that reflect base period prices, this is only 
the incidental by-product of the effort to get a current 
cost figure for cost of goods sold into the income state- 
ment. Although the parallel between them is not exact, 
LIFO and replacement cost depreciation both derive 
from 4 common conceptual well-spring. 

Skepticism should also be expressed toward Gold- 
smith’s belief in the monetary illusion (Vol. IT, p. 64) 
and his doubts concerning a shift to eurvilinear methods 
of depreciation (Vol. II, p. 122). The almost exclusive 
reliance on Sanders, Hatfield and Moore, A Statement 
of Accounting Principles (1938), for authoritative state- 
ments on questions of accounting theory is surprising 
both because of relative age (there have been a good 
many statements of principles issued since 1938) and 
the generally adverse reception it received upon publi- 
cation (see, ¢.g., the comments of Paton and of Dohr in 
the Journal of Accountancy for March and April 1938). 

The errors cited and the specific adverse criticisms 
do not alter my opinion that, overall, this work repre- 
sents an impressive contribution to social accounting 
analysis and available empirical data concerning our 
economy. It will be an essential reférence source for 
many years to come for all those concerned with social 
accounting and with public policies toward saving. It 
can only be hoped that the data will be kept up to 
date during the years to come so that the value of its 
contribution may be preserved. 

DAVIDSON 
Associate Professor of Accounting 
The Johns Hopkins University 


J. Freperic Dewnurst and associates, America’s 
Needs and Resources: A New Survey (New York: 
The Twentieth Century Fund, 1955, pp. xxix, 
1148, 352 tables, 105 charts, price $10.00). 


This volume and its predecessor, published in 1947, 
provide a unique, comprehensive, well written deserip- 
tion of the economic interrelationships of our dynamic 
economy. Some of the conclusions of Mr. Dewhurst and 
his associates may be regarded as optimistic by persons 
unfamiliar with the materials presented in this book. 
But comparisons of the previous projections with 
actual developments show the actual to be far ahead 
of the projections. The most significant of these is the 
projection for the labor force. In the earlier work this 
was projected at 60.0 million for 1950 and 63.4 million 
for 1960. The actual for 1950 turned out to be 64.6 
million or an achievement by 1950 slightly above that 
projected for 1960. 
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Again, the Dewhurst book has projected gross 
nationa! product to 1960 at only $370 billion in 1950 
prices. The June, 1955, estimate of the Department of 
Commerce has already reached $385 billion in current 
prices. After discounting this figure for price changes, 
there is some room for further increase before reaching 
the Dewhurst figure for 1960. Nevertheless, a significant 
slowing up of our progress could still permit our attain- 
ing the Dewhurst projection before 1960. However, the 
framework of reference is not impaired by any under- 
projecting and persons using the Dewhurst material 
may find it useful to adjust their projections upward. 

The over-all estimates are the product of (1) esti- 
mated increases in the labor force; (2) an assumed 5% 
of unemployment; (3) estimated further declines in 
working hours, and extensions of annual vacations, 
to cut the average work week from 40 hours in 1950 
to 37.5 in 1960; and (4) estimated increases in output 
per man hour. All estimates are based on historical 
trends. 

Some of the significant characteristics include: 


1. An interpretative evaluation of the effects of war, 
inflation, postwar boom, the Korean struggle, and 
the economic adjustments which these induced. 

2. Measurements of current trends of population 
growth, the pattern of income and expenditure 
interrelationships, detailed studies of consumer 
expenditures broken down into ten classifica- 
tions. 

3. Description of conditions and trends of capital 
requirements for private production, urban re- 
development, and land and water conservation 
and development. 

4. Analyses of changing trends in available resources 
including labor force, natural resources, industrial 
and commercial capacity, and technology. 

5. A discussion of the place of ptoductivity in the 
American economy and comparisons with that of 
other nations. 


The book is organized into six parts and twenty-six 
chapters. These parts are: I—Basic Trends; II, con- 
sumption Requirements; III, Capital Requirements; 
IV, Government and Foreign Transactions; V, Re- 
sources and Capacities; and VI, Summary. 

The four chapters of Part I describe the economic 
features and impact of World War II and major post- 
war events, as well as the long term trends which pre- 
ceded the war. One of these is on population growth and 
analyzes such aspects of this question as birth and 
death rates, changes in life expectancy, changes in age 
distribution, and regional shifts in the population. 
From these data the labor force estimates are derived. 

Detailed analyses of consumer expenditures are 
presented in the ten chapters of Part II. These include 
consideration of such items as the following: differences 
in food choices, trends in production and. taste in 
clothing, needs for household equipment and operation, 
trends in travel, development of medical care, trends 
in recreational expenditures, educational needs and 
standards, trends in organized religion, and both 
private and public welfare expenditures. 
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The three chapters of Part III are entitled Private 
Productive Facilities, Urban Redevelopment, and Land 
and Water Conservation and Development. 

The chapter on Private Productive Facilities dis- 
cusses trends of investment in both plant and facilities, 
with some breakdown by industry and geographical 
areas. Under Urban Redevelopment there are descrip- 
tions of present conditions, opportunities for invest- 
ment in redevelopment, history of housing legislation, 
rearrangement of political subdivisions, and cost esti- 
mates. There is also an extensive analysis of conserva- 
tion and development of land, water, and forest re- 
sources. 

One chapter of Part IV is devoted to the changing 
role of government expenditures. There are: (1) brief 
comparisons with other countries; (2) data on changes 
in costs of government, classified by function; (3) dis- 
cussion of intergovernmental fiscal aids; (4) analyses 
of effects of price changes on governmental purchases; 
(5) measurement of trends in the trust and enterprise 
functions of government; and (6) projection of trends 
to 1960. Many of these items are treated in consider- 
able detail. 

The long term trends and significance of our inter- 
national financial transactions are the subject of the 
other chapter of Part IV. These are considered relative 
to their impact upon our economy and their trends 
utilized in making the 1960 projections. 

The first four chapters of Part V cover such sub- 
jects as: The Labor Force, Natural Resources, Agri- 
cultural Capacity, and Industrial Capacity. The chap- 
ters on Technology and Productivity, however, first 
challenge the imagination and then interpret less 
imaginative data into one of the quantities of basic 
significance to the projected totals. 

“Technology,” says Dewhurst, ‘‘can be thought of 
as the primary resource; without it all other resources 
would be economically nonexistent.” He then recounts 
some of our more significant developments in product 
developments, professional services, mechanization, 
agricultural research, power and equipment develop- 
ments, new materials, and techniques of distribution. 
One might wonder, in reading this chapter, how our 
economic future could possibly be as limited as the 
Dewhurst projections indicate. 

While the chapter on technology looks much to the 
future, that on productivity compares our present 
attainments with those of other countries and describes 
how our experience is utilized for projection purposes. 
The contrasts with other countries appear even greater 
than the contrast between our present and the future 
which the Dewhurst discussion of technology suggests. 
The basis of his computation lends confidence in his 
approach if a minimum measurement is derived for a 
non-depression economy, but the over-all impression 
of this reviewer is that Dewhurst and associates have 
again underestimated our future. 

The present reviewer used Mr. Dewhurst’s first book 
as the basis for a graduate seminar in economics. An 
unusually able Chinese member of the seminar credited 
the book with teaching him more about the American 
economy than he had learned from all other sources 


combined. The present volume is an expansion of the 
first one. It is monumental in scope and highly com. 
petent in execution—a major work that should be 
required reading for every college teacher and major in 
economics and business and for anyone else who wants 
a really comprehensive view. 

Pavt W. 

Legislative Auditor 
Washington State Legislative Budget Committee 


BurRNHAM Putnam BecxwitH, Marginal-Cost Price- 
Output Control (New York: Columbia University 
Press, 1955, pp. 283, $5.75). 


Accountants will be disappointed that this volume 
deals only in passing with direct costing as the profession 
knows it. Beckwith deals with the social benefits that 
may reasonably be expected from asking all business- 
men and socialist managers to equate cost at the margin 
with price. His thesis therefore is something of an 
extension of Lerner’s “rules” that are set forth in The 
Economics of Control. 

Beckwith, along with many other welfare oriented 
economists, is uneasy about Lerner’s treatment of long 
run investment under the marginal rule. Beckwith 
argues that the marginal rule is not appropriate for 
decisions affecting long run indivisibilities and that 
it can be applied only when the variable costs are really 
variable in small chunks. He emphasizes that for 
policy purposes the attempt to equate marginal social 
cost with marginal social benefit may be approached 
through regulations affecting quantities or those affect- 
ing price. He believes that control through prices is 
more easily applied to capitalistic institutions and for 
services in any economic organization. A socialist state 
may wish to operate through quantity directives in the 
manner suggested by Lerner. 

After establishing these relationships and setting 
forth a strange kind of ethics, Beckwith marches Pareto, 
Marshall, Hayek, Dickinson, Sweezy, Durbin, Lange, 
Dobb, Hotelling along with Meade, Lerner, and the 
earlier Beckwith (with at least one pseudonym) to his 
bar of criticism and applies the boot to each with 
equal impartiality and apparently with a great deal 
of pleasure. This part of the book is a combination of 
some first-rate criticism, an undistinguished writing 
style and a truculent attitude. Fortunately the style 
picks up and the tone mellows when the author begins 
to build his own case. 

The reviewer is to some extent sympathetic to the 
author’s viewpoint, but generally antagonistic to his 
methodology and philosophy. Beckwith’s ethics are 
naive and strange. He has no truck with the position 
held by the positive economist who tries to separate 
ethics from observable economic relationships, and he 
seems to feel that science and scientific method can take 
care of all ethical problems. Listen to his case: ‘The 
[economists] . . . have not developed any theory of ideal 
prices. .. . To justify this failure, some of them have 
argued that science is incapable of prescribing personal 
or social conduct. This argument is basically religious 
or philosophic and, hence, unscientific. It implies that 
‘ethical’ problems should be reserved for the priest 
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and philosopher. . . . In our opinion, the final ends of 
all personal conduct are provided by man’s inherited 
desires or drives (his instincts), and therefore all 
problems of conduct are scientific problems. . . . There 
is no need for ethics to provide men with ends, for they 
are born with them. ... The problem of what end is 
ethical is meaningless since no method of verifying any 
solution of it is conceivable.” (pp. 11-12) Apparently 
Beckwith, like so many others with socialist inclina- 
tions, is suspicious of philosophers and is childishly 
starry-eyed about the benefits of science. Such reaction 
to authority helped bring about the age of enlighten- 
ment, but even Bridgman admits that love, hate, moral 
values, art, music, poetry and many other (important) 
attitudes that shape men’s lives are non-operational, 
and they are no less important because they cannot be 
subjected to the observational consensus that is at 
the heart of scientific method. Moreover, a separation 
of a field into measurable and ethical components 
does not imply that the latter are left to priests and 
philosophers. 

Beckwith is on little or no sounder ground when he 
takes his stand for interpersonal comparisons of utility, 
which certainly are a far cry from being scientific. 
Nevertheless such comparisons form an important 
part of his theory and are now used as a basis for eco- 
nomic decision making at the family level. He rejects 
the caution of modern welfare economists who hold 
that a policy definitely can be said to be better than 
another only if some one is better off and no one is 
worse off than before. A vague and unsuccessful at- 
tempt is made to use the concentration of a population 
around its mean to support a more equal distribution 
of income, and to show that such a redistribution would 
increase total satisfactions. His theory of investment 
(long run) requires the measurement of estimated con- 
sumers’ surpluses over the life of the prospective assets. 

Beckwith’s overall groundwork calls for some corol- 
laries which he applies to many practical situations 
with some interesting results. For example he demon- 
strates a social saving from charging admission to de- 
partment stores and pricing articles on a variable 
(cost at the margin) basis. Unfortunately Beckwith 
does not curb his tendency to emphasize the novel, 
He makes what appear to be wild guesses as to the 
savings that might be expected to result from the ap- 
plication of his recommendations. The reader is given 
hardly a shred of evidence to support these estimates. 

In spite of the adverse criticism this book is an im- 
portant addition to the literature covering the eco- 
nomics of a planned economy. Beckwith must be com- 
mended for pointing out that the possible deficits 
which may result from applying the marginal rule are 
not due to decreasing costs in the firm or industry. 
Instead such deficits depend on the relationship of 
the volume of long run investment to demand at the 
observation dates. Moreover, by limiting the area to 
which the cost-at-the-margin-equals-demand rule is to 
be applied he has strengthened immeasurably the 
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case for the use of the rule. Beckwith, in spite of some 
serious lapses, is far more aware of the practical difficul- 
ties of business organization than most socialists. 
And he has done some serious thinking. 
Cart THomas DEVINE 
Visiting Professor of Accounting 
University of Florida 


Rosert S. Lopez and Irvine W. Raymonp, Medieval 
Trade in the Mediterranean World (New York: 
Columbia University Press, 1955, pp. xi, 458, $6.75). 


“This is the first colleetion of documents dealing 
with all aspects of Mediterranean commerce in the 
Middle Ages to appear in translation in a modern 
language.”” So state the authors in their introduction 
and their accomplishment is a substantial one. Over two 
hundred documents were selected for inclusion and for 
all but a few it is their first appearance in English. 
Fortunately the documents are not presented in chrono- 
logical order but rather are grouped by broad topics. 
This election by the authors has provided a certain 
continuity—a continuity which has been further imple- 
mented by many short but informative introductions 
and numerous footnotes. The result is a highly readable 
and interesting book. 

The amount of material specifically on the develop- 
ment of accounting is small in proportion to that given 
to other subjects. Students of the history of guilds, of 
medieval partnerships, or of commercial law (especially 
contracts), for example, will find a generous serving of 
source documents in their areas of interest. But, brief 
though it is, the accounting section is thought-provok- 
ing. For example, the question as to whether double- 
entry bookkeeping is of Tuscan or Genoan origin is 
raised here, a question which may well be worth con- 
sideration as the subject for a doctoral dissertation. 
For a very recent discussion of this question of the origin 
of double-entry, incidentally, see “(New Perspectives 
on the History of Accounting” by Raymond de Roover 
in the July, 1955, Accountinc REview. 

This book is one of a series edited under the auspices 
of the department of history of Columbia University. 
It is a pioneer work and it is to be hoped that it will 
be joined by other source books of equal scholarly 
attainment soon, so that the many gaps now existing 
in the history of the conduct of medieval business and 
of commercial methods and practices of that time will 
be gradually eliminated. Certainly it would appear that 
the rather conspicuous absence of theses on various 
aspects of the early history of accounting must be 
attributed in part at least to the dearth of source ma- 
terials in English and even in Italian where one might 
expect to find many source works. For their part 
Italian historians have added in recent years a number 
of new works based on heretofore unused materials. 
Perhaps this modest ‘‘Renaissance” will be contagious. 

E. Joe DEMaris 
Assistant Professor of Accountancy 
University of Illinois 
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Finance 


Francis J. Carxins, Cases and Problems in Investments 
(New York: Prentice-Hall, Inc., 1955, pp. vii, 268, 
price $4.00), 


The paucity of case books in investments would 
make almost any reasonable offering most welcome. 
This work is of high quality and a real contribution to 
the study and pedagogy of the field. In addition to 
eighty-five cases, Mr. Calkins has provided some 
highly informative readings, drawn largely from articles 
written by well-known financial authorities. The prob- 
lems themselves may be characterized by their broad 
range of coverage, and vary from the elementary, for 
use in introductory courses, to the fairly advanced and 
complex. As the author himself suggests, the book is 
designed primarily as a supplement to textual materials 
in investments, and while not geared to follow any 
single work, is “‘adaptable to almost every volume popu- 
lar in the current market.” For the added convenience of 
the instructor, Mr. Calkins has included a list of twelve 
leading investment texts and the chapters of each to 
which these cases are related, In order to “‘keep to the 
practical, rather than the theoretica], more emphasis 
has been placed on questions of investment policy and 
decision and on security analysis than on the more 
definitive phases of the field.” 

Part I, an introductory section, deals with the char- 
acteristics of investment media. The cases concern 
terminology associated with various types of securities, 
income characteristics of bonds, and security yield 
and price patterns—ten problems in all. In Part II, 
the subject matter moves on to investment mathematics 
and mechanics. These ten cases are devoted to calcula- 
tion of security yields, conversion privileges and values, 
brokerage services and related costs, margin transac- 
tions, short sales, over-the-counter operations, and, 
finally, rights and options. 

The author may encounter criticism for the inclusion 
of some of the material in Parts III and IV, but the 
subject matter is so closely related to the area of in- 
vestment finance that I would defend its retention. The 
group of eleven problems which Mr, Calkins refers to 
as the economics of investments considers, initially, 
the supply and use of personal savings, the supply of 
savings and demand for securities, the supply of new 
securities, and the effects of economic changes on various 
types of investment. Three problems are devoted to the 
concept of risk, which the author states is typically 
classified as cyclical or price risk, purchasing power risk, 
and money rate risk. The last four cases of this section 
are concerned with a comparison of various investment 
media (life insurance and savings accounts as well as 
stocks and bonds), quality and price factors in securities 
(some popular fallacies about low-priced stocks), growth 
stocks, and the concept of diversification. 

In a section considering investment policy and 
practice, a dozen cases deal with the requirements and 
problems of a variety of institutions and individuals 
from different walks of economic life. While some 
important distinctions are brought to light, I would 
have welcomed, as well, greater emphasis on the com- 


mon problem of the determination of security values, 
and the selection of securities with a favorable value 
to price ratio, Among the remaining cases are two— 
costs of life insurance, and home ownership versus 
rental—which may lie closer to courses in personal 
finance, although one could hardly deny their invest. 
ment characteristics; an introduction to investing by 
formula plan; and, finally, a brief but stimulating cri- 
tique of some prevalent investment practices by a 
prominent financial figure, writing under the pseudo- 
nym ‘‘Menippus.” 

Investment analysis, the last and by far the largest 
portion of the volume, is comprised of thirty-two cases 
covering a broad range of subjects. Among these are 
market analysis and security analysis; analytical meth- 
ods of mutual funds; accounting statements; fixed 
charge and preferred dividend coverage; payout versus 
retained earnings as a price factor; book values and 
security values; bond quality ratings; a description of 
the undervalued security approach; analysis of in- 
dustrial, utility, railroad, and municipal securities; 
and an examination of insurance, investment company 
and bank stocks. 

In the preface it is stated that “... the impact of 
taxation on investment management and policy can be 
introduced at any time...” and the subject is not 
treated in the volume, Because taxes often prove to be 
a pivotal criterion in the selection of securities, and in 
whether or not to buy or sell, I feel that some space 
should be devoted to the subject. A future edition might 
also advantageously include some consideration of the 
investment aspects of owner-management relations. 

The readings and cases are consistently of excellent 
quality, They are pertinent, stimulating, and perhaps 
most important, highly instructive. It is difficult to 
conceive of a course in investments in which this work 
would not be of distinct benefit to both student and 
teacher. 

Rosert C. OrTNER 

Instructor in Economic Statistics 
Wharton School 
University of Pennsylvania 


Cartes L. Prater, Financing Business Firms 
(Homewood: Richard D. Irwin, Inc., 1955, pp. 
xii, 569, $6.00). 


This book is designed to be a companion volume to 
the author’s well known text, ‘(Money and Banking.” 

The first six chapters cover the scope and nature of 
business finance, statistics of business population, the 
various legal forms of business organization, promo- 
tion, and a good discussion of financial statements. 
Chapter 7 surveys the field of business finance by dis- 
cussing the classes of assets used by business firms and 
the methods of financing them. Chapters 8 through 11 
deal with financing with equity capital: the character- 
istics of common and preferred stock, and the sale of 
stock by privileged subscriptions and to employees, 
officers, and customers. 

Chapter 12 consists of an attempt to formulate some 
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general principles of debt financing as a background 
for the chapters on the use of short and long term 
debt. Chapters such as 7 and 12 appear especially 
desirable to the reviewer inasmuch as the most com- 
mon complaint of students is that they can’t assimilate 
the multitude of facts taught in business finance courses. 

Chapters 13 through 21 deal with short term, inter- 
mediate, and long term debt. About 67 pages are de- 
voted to short term financing of which 16are devoted to 
short term open market financing. In his discussion of 
trade credit, the author presents a clear and concise 
review of the customary sources of credit information 
and the factors which influence the credit decision. 
In this section the author also traces in relative detail 
the development of term loans and the changing atti- 
tude of bankers toward the uses of bank assets in gen- 
eral. 

Chapter 22 describes the sale of securities through 
investment bankers and includes a very brief discussion 
of the organized securities exchanges. In chapters 23 
and 24 the importance of depreciation charges and 
retained earnings in the present-day financing of busi- 
ness firms is adequately presented. 

Chapter 25 discusses dividends and dividend poli- 
cies. Chapters 26 and 27 consider the financial problems 
associated with expansion including government regu- 
lation of public utility holding companies. Chapters 
28-30 deal with the failure, recapitalization, reorgan- 
ization, and liquidation of business firms. The causes 
of financial] difficulty are explored relatively thoroughly; 
recapitalization, however, is at times not clearly pre- 
sented. For example, in discussing a reverse stock split 
the author says, ‘‘Presumably, management hopes to 
improve the credit rating of the corporation by in- 
creasing the market price of the stock. However, a 
reduction in the capital account would tend to weaken 
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the position of creditors of the corporation by increasing 
the debt to capital ratio; ... .’’ Customarily a reverse 
stock spiit doesn’t affect the amounts in the capital ac- 
counts so the debt to capital ratio would be unchanged. 

In the preface, the author states that “In writing 
each chapter, the problem was not so much that of 
deciding on what should be included as what should be 
excluded.” Undoubtedly each instructor of finance has 
a different opinion as to what should be included and 
what should be excluded, This reviewer felt that at 
times too much space was given to some subjects; for 
example, seven pages on commercial paper seem too 
much in view of the relatively few firms who use this 
source of funds. On the other hand, at times the dis- 
cussion seemed to be too brief, as in the case of promo- 
tion, the over-the-counter market, and the securities 
exchanges. Also more detailed illustrations on certain 
problems which confuse the average student (for exam- 
ple, cash budgets, and trading on the equity) would be 
helpful. 

Some loose statements and other inaccurcies slipped 
by. On page 151 appears this statement, ‘If a corpora- 
tion finances with a single type of security, it is almost 
always common stock.” (Italics supplied.) Again on 
page 256 it is said of a compensatory balance, ‘“This 
deposit balance may vary from 10 to 20 per cent of the 
line of credit... . ” This statement should read from 10 
to 20 per cent of the amount borrowed. 

Following each chapter there are a variety of ques- 
tions and problems. A solutions manual for these is 
available which also includes objective type examina- 
tion questions for each chapter. 

Joun A. CLINKENBEARD 
Assistant Professor of Accounting 
Western Reserve University 


Taxes 


Laurence F, Casey, Federal Tax Practice (Chicago: 
Callaghan & Company, 1955, pp. 1902, price 
$80.00). 

Substantive tax law has been adequately described in 
many current tax books. These are aimed variously at 
the “average taxpayer,” the businessman, the general 
practitioner, and finally the tax specialist. 

Most tax publications have value to their intended 
market. Thus, on the ‘‘nontechnical” side, the Internal 
Revenue Service’s booklet, Your Federal Income Tax, 
“gets across” to the average taxpayer the fundamentals 
of income, deductions and credits. And, at the other 
extreme, is probably Mertens Law of Federal Income 
Taxation, a highly technical and exhaustive 12-volume 
treatise—the ultimate in authority for most tax 
specialists. 

There are several valuable publications that describe 
various facets of federal tax procedure—such as practice 
before the Service and the Tax Court. However, an 
exhaustive, authority-studded treatise on procedure of 
the stature of Mertens in its area has been long needed 
by the profession. This 4-volume, 2000-page Federal Tax 
Practice by Laurence F. Casey seems to fill this void. 
Indeed, its very format resembles that of Mertens— 


which is understandable in view of Mr. Casey’s acknowl- 
edged assistance from Philip Zimet, editor of Mertens, 
and the fact that Callaghan & Company publishes both. 

Federal Tax Practice describes quite completely all 
administrative and judicial tax procedures. About half 
the work is devoted to each. The Service’s audit and 
settlement procedures and the underlying authority 
therefor are described and cited at length, The form, 
preparation and filing of protests and the conduct of 
conferences before group chiefs and at the Appellate 
Division level are clearly discussed, Indeed, the only 
facet of administrative practice that appears to be 
“short-changed” is the rapidly expanding custom of 
obtaining advance Service rulings on proposed trans- 
actions. Rulings are not ignored in “Federal Tax 
Practice” (Para. 1.20)—their treatment simply suffers 
by comparison with the complete treatment accorded 
other areas. 

The equivalent of one volume is devoted to the Tax 
Court: its jurisdiction; the pleadings; present hearing 
practice; the rules of evidence; the types of motions 
used; and the conduct of the hearing itself. 

Appellate procedure, i.e., practice before the various 
courts of appeal, is described in detail, The high- 
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lighting of peculiarities of the proceedings and pleadings 
in each of the ten circuits should be valuable to legal 
practitioners in every section of the country. 

Refund procedure, starting with the form, content 
and filing of a refund claim and the conduct of refund 
proceedings in suits before the district courts and the 
Court of Claims, is thoroughly described. 

Federal Tax Practice has three outstanding charac- 
teristics: 

Authorities for textual matter are cited and dis- 
cussed in the profuse and useful footnotes. They reflect 
an extensive research job. 

The text itself is anything but stilted—frequently 
the author discusses obstruse points in a chatty, down- 
to-earth manner; for example, his description of the 
“atmosphere” surrounding the closing of cases with a 
revenue agent (Para. 3.14) and the group chief (Para. 
3.19) is most realistic. 

Finally, sample forms of every variety, type and 
kind—many of which are extracted from actual cases— 
are reproduced in every section of the set to guide the 
practitioner in his ‘paper work.” The utter pertinence 
of the reproduced forms refutes any possible allegation 
that they are ‘‘filler” material. Thus, the book authori- 
tatively cites the principles; it furnishes sample forms 
appropriate in each instance; and finally it ‘‘conditions” 
the practitioner for the atmosphere of the conferences 
and hearings to follow. 

Federal Tax Practice should find its place in every 
basic tax library along with such stalwarts as Mertens, 
Seidman’s Legislative History and Barton’s Federal Tax 
Laws Correlated. 

James J. Manon, JR. 
Partner 

Lybrand, Ross Bros. & Montgomery 

Philadel phia 


WEsTON VERNON, JR., LIXLIAN MALLEY VERNON, 
Stuart E. Federal Income Taxation of 
Individuals (Philadelphia: Committee on Continuing 
Legal Education, 1955, pp. 150, $2.50). 


The Committee on Continuing Legal Education has 
filled a demand on the part of practicing lawyers for 
‘bread and butter,” basic instructional publications in 
the more intricate fields of law which fields are demand- 
ing increasing attention as modern life and its problems 
become more complex. The Committee is a non-profit 
organization and makes no attempt to compete with 
commercial publishers. Since 1948 it has been publishing 
a number of books each year in various fields of law 
until it has built up a library of about 31 volumes. of 
which the present book is the most recent publication. 
The authors are well known practicing lawyers and 
educators. In general, the publications attempt to give 
the lawyer a bird’s-eye view in about 150 pages of a 
particular field of law with the recommendation that the 
reader look to more extensive publications for the 
treatment of the fine points in the particular field. The 
cost of each publication is nominal and the condensed 
size should not cause any library space problems. The 
books are designed for permanent utility and are kept 
current by new editions, incorporating subsequent 


changes in the law. 


Some of the subjects covered are: Investment of 
Trust Funds, Estate Planning, Drafting Partnership 
Agreements, Labor Relations, Basic Accounting for 
Lawyers, Robinson-Patman Act, Tax Procedure, Small 
Business Problems, Corporate Chapters, Bankruptcy, 
Wage and Hour Law, and Preparation and Trial of 
Civil Actions. With the adoption of the 1954 Code an 
entire new series of tax books for the general] practitioner 
is being prepared. In addition to Federal Income Taza- 
tion of Individuals, the series will include tax problems 
of partnerships, corporations, fiduciaries, farmers and 
taxation of associations and charitable organizations, 
pension and profit-sharing plans and procedure in tax 
fraud cases. 

Three years of law school training are inadequate to 
educate and equip the genera] practitioner to cope with 
specialized legal problems and he must, like members of 
other professional groups, continue to study the con- 
stantly developing new fields. To study and at the same 
time carry on an extensive and demanding practice is 
almost an impossibility. The specialized problems are 
not confined to metropolitan areas, but are found in 
all communities. Lawyers have been slow to recognize 
that they must take time from their practice and 
sponsor and attend institutes in the various specialized 
fields of law, particularly in the field of taxation. In 
addition, they must at least acquaint themselves with 
some publication in each specialty. The Committee on 
Continuing Legal Education by assisting local bar 
associations in developing legal institutes and by its 
various publications has been the leading force in the 
field of continuing legal education. 

The Committee recognizes that if lawyers are going 
to insist that they alone can practice tax law then they 
must educate themselves to the degree where they can 
competently advice clients in this field or they will fail 
the public trust which they claim. It is no secret that 
many members of the legal profession have not as yet 
equipped themselves to assume this responsibility. 

Federal Income Taxation of Individuals deals with 
basic tax problems such as definition of gross income, 
deductions, whose gross income and deduction, ac- 
counting for tax purposes, gains and losses from dealings 
in property, capital gains and losses, credits against tax, 
computation, etc. It is a well written text for the be- 
ginner or for use by a lecturer as an outline. It is sharp, 
to the point and necessarily omits detailed references. 
With an understanding of the material in this text and 
the balance of the series yet to be published, the general 
practitioner should be able to effectively and quickly 
continue his research directly into the code, regulations 
and rulings and should be able to obtain a fuller meaning 
of the reported cases, thus improving his general skill 
to the benefit of the public. “Experts” in taxation both 
in the legal and accounting professions may also profit 
by reading this book as it is so concise and complete in 
its particular field that it makes an excellent check-list 
and helps explain some of the more complex points of 
the Code at a considerable saving of time. 

Cuartes F, OsBoRN 
Partner 

Bogle, Bogle & Gates 

Seattle 
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R. S. W. ForpHaM, Canadian Income Tax Appeal 
Board Practice (Toronto and Montreal: CCH Ca- 
nadian Limited, 1953, pp. 138, $6.00). 


In Canada at the present time a taxpayer has the 
right of appeal in regard to his income tax assessment 
to three courts, the last one mentioned beng the final 
court of appeal: 


1. The Income Tax Appeal Board 
2. The Exchequer Court 
3. The Supreme Court of Canada. 


The author deals with the procedures on appeal to both 
the Appeal Board and the Exchequer Court, as well as 
devoting several chapters to important legal considera- 
tions in regard to such appeal procedure. 

The book contains ten chapters, in addition to an 
alphabetical listing of all cases referred to in the book, 
a list of abbreviations, a very adequate index, and a 
useful appendix of various required forms. 

After a brief introductory chapter describing the his- 
tory of the Appeal Board, the author next describes the 
procedure for filing an appeal, the rules of the board, 
and the actual conduct of appeals before the board. 
There is then another brief chapter describing the effect 
of English decisions, followed by a full description of the 
procedure for appeals to the Exchequer Court. This 
completes the procedural part of the text. The remain- 
ing four chapters deal with evidence, legal principles, 
expense deductions, and arbitrary assessments. 

The book is well written, readily understood, and 
completely authoritative (since Mr. Fordham is a 
member of the Appeal Board). The author states that 
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he hopes the text will be of use to accountants as well 
as lawyers. 

The method used in the chapters devoted to pro- 
cedures is to quote the appropriate section of the In- 
come Tax Act, and then to comment and amplify on 
the quotation, giving an opinion as to the preferable 
action where a choice is open to the taxpayer. This 
method clarifies the act and is an invaluable aid to 
anyone without specialized legal training who might 
wish to file an appeal on his own behalf or on behalf of 
a third party. 

The chapter on evidence is particularly interesting. 
In it Mr. Fordham outlines the general rules of evidence 
and then discusses certain aspects which he has found 
to be inadequately understood by many persons ap- 
pearing before him. Some of these aspects include: use 
of affidavits, use of exhibits, the admissibility of some- 
thing said by a person now deceased, wire recordings as 
evidence, etc. 

In the chapter on legal principles, the author dis- 
cusses in some detail a number of the more important 
and complex tax phrases used continually in court, as: 
“at arms length,” blood relationship, capital gains, 
common law, and estoppel. The treatment of capital 
gains is especially good. 

Income Tax Appeal Board Practice is an excellent 
text or reference book for students, and an invaluable 
aid to any professional man concerned with tax appeal 
procedures in Canada. 

D. B. Frerps 
Associate Professor of Commerce 
University of British Columbia 


General 


Howarp R. Bowen, The Business Enterprise as a Sub- 
ject for Research (New York: Social Science Research 
Council, 1955, pp. 103). 


The ever increasing impatience of many economists 
(and other students of business firms) with the econo- 
mists’ orthodox ‘‘theory of the firm” has brought forth 
serious reconsideration of the problem. A business enter- 
prise has many facets, and doubt has been thrown on 
the validity and usefulness of explaining them all with 
the motive of profit maximization. In addition, the lack 
of interdisciplinary cooperation and communication in 
this area is widely lamented. 

The Social Science Research Council in 1953 ap- 
pointed Professor Bowen, an economist at Williams Col- 
lege, Chairman of a Committee on Business Enterprise 
Research. His first report is pamphlet number 11 of the 
Council. It proves to be most interesting and useful for 
those who with Bowen wish “‘to bring to the attention 
of social scientists the rich and varied opportunities for 
research on the business firm . . . not only by students 
of economics, business administration, and related 
areas, but also by students of history, political science 
sociology, psychology, and anthropology.” Although 
not directly aimed at the accountants’ special areas of 
interest, the pamphlet does present many problems for 
which the accountant has special qualifications. Perhaps 


Mr. Bowen should have emphasized the use of account- 
ants more than he did, inasmuch as we are the ones who 
quantify business profits. 

The pamphlet is set up as follows: 


Chapter 1—Business Enterprise Research: A Point 
of Convergence of Several Social Sciences, pp. 1-22. 

Chapter 2—Framework of a Theory of the Firm, pp. 
23-46. 

Chapter 3—Research Areas and Research Problems, 
pp. 47-74. 

Chapter 4—Conclusions, pp. 75-79. 

Selected Bibliography. 


The first chapter points out that in spite of the recent 
increase in business enterprise research, numerous 
methods are in use, the research is widely scattered, and 
the terminology variable. If the goal of business enter- 
prise research is to be achieved—Bowen defines this as 
the study of business in order to explain its behavior 
and allow generalizations with predictive value— 
coordination and communication are needed. The end 
result it is hoped will be a more useful theory of the 
firm. 
Although the value of this type of research is be- 
lieved to be self-evident, the first chapter is largely 
devoted to a discussion of the main types of research 
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that each discipline might find fruitful. For economists 
it is to test whether the rational pursuit of maximum 
profits is a satisfactory assumption. According to 
Bowen, “many economists think that they are ap- 
proaching a dead-end in their effort to erect increasingly 
elaborate theories upon traditional assumptions con- 
cerning business behavior and motivation.” All agree 
on the need for more field study; to date our predictive 
ability has not been great. Psychologists will be inter- 
ested in decision-making, the role of expectations, 
motivation, and individual or group action. Political 
scientists will undoubtedly study public regulation, the 
political power of businessmen and business groups, 
public corporations, etc. Business administration 
students will investigate specific details of production, 
marketing, financing, cost and financial accounting and 
the like. Bowen points out that studies aimed solely at 
increasing the efficiency of business methods are not 
business enterprise research, although valuable. He 
believes, however, that detailed studies are invaluable 
in developing a clearer picture of the firm. Operations 
Research, Linear Programming, and Business History 
are other fields emphasized. All these fields have been 
converging to study business behavior, but unfor- 
tunately by other students attacking economic prob- 
lems, rather than economists soliciting their aid. Un- 
fortunately, he neglected a complete discussion of how 
the various fields could in fact cooperate fully. 

Chapter 2 will be of special interest to students of 
accounting theory for here the entity vs. proprietary 
theory is discussed. The choice is between a theory 
which recognizes diffused control (by owners, bankers, 
competitors, consumers, suppliers, government, etc.) or 
one which recognizes what Bowen calls the “‘command” 
(the group holding effective authority). The command 
theory is chosen as being the more useful, and the other 
influences are assumed to be effected through the 
command. 

The problems of command must be broken into parts 
so as to dea] with individual variables. Economists have 
traditionally used the method of combining these vari- 
ables into omnibus categories, such as demand and cost 
functions, but with “limited utility.” The next step is to 
make detailed empirical investigations, in order to 
evolve a better, more comprehensive theory. 

In Chapter 3 the reader will find a comprehensive 
list of research problems. These are given without regard 
to discipline and are divided into the following four 
groups: (1) overt actions of firms; (2) environmental 
conditions; (3) internal conditions; and (4) underlying 
variables explaining 2 and 3. The classification itself is 
subject to criticism, but this is not as important as the 
enormous potentialities for research as listed. 

Comments on the recommendations of Bowen are 
made in the appendices by George Katona and Herbert 
A. Simon. They are in general agreement with his thesis, 
but both believe that more emphasis should be placed 
on a psychological approach, and that consequently his 
list of research problems on internal conditions within 
the firm is niggardly. Internal conditions affect decision- 
making and help explain overt actions. These objections 
boil down to a criticism of the classification and of the 
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emphasis placed on overt actions (which contains the 
longest list of problems). Bowen was probably weak 
because he stated no preference for one problem over 
another. 

The conclusions are quite interesting, for they include 
an analysis of methods of research and the authors 
recommendations. As to methodology, four approaches 
are considered useful: (1) case studies of both specific 
firms and industries; (2) the approach of Operations 
Research—simulating the role of command, evolving a 
solution, and comparing with actual results; (3) con. 
trolled experiments; and (4) large group samples, using 
the interview method. (This is to include not only inter. 
views of the “command,” but also relevant outsiders, 

Three main recommendations were made. There 
should be more emphasis on empirical studies and less 
on theory. Encouragement, both financial and intel. 
lectual, should be given to the limited, detailed, rather 
than general types of study. Finally, inter-disciplinary 
cooperation should be encouraged by joint conferences 
at which reports will have to be communicated to 
various fields, and by joint research projects. Just how 
these would operate was not elucidated. 

All who are interested in business enterprise research, 
and especially those looking forward to the evolution of 
a more comprehensive theory of the firm will find thisa 
scholarly and thought-provoking pamphlet. It also has 
a very useful list of research problems which graduate 
students may find helpful. Best wishes to Mr. Bowen 
and the Social Sciences Research Council in their 
endeavor toward a worthwhile goal. 

Donap A. CorBIN 
Assistant Professor of Economics 
University of California, Riverside 


ALBERT SMITH, JR. AND C. ROLAND CurIsTEN- 
SEN, Policy Formulation and Administration, Revised 
Edition (Homewood, Illinois: Richard D. Irwin, 
Inc., 1955, pp. 749, $6.00). 


Policy Formulation and Administration is a case book 
of top management problems for students of business 
administration. It consists of 34 cases used at the Har- 
vard Graduate School of Business in the second-yeat 
course called “Business Policy.” This edition represents 
a significant revision of the original text published in 
1951. Nineteen new cases have been added. Six of them 
deal with situations occurring in 1953. 

On the whole, the cases in this book are well-written 
descriptions of real life business situations. In each 
case, information is supplied about the industry in 
which the situation occurred, the competitive condi- 
tions, the history of the compatty, its financial records, 
production methods, organization plan, marketing pro- 
cedures and executive personnel. On the basis of data 
such as this, the student is expected to perceive { + im- 
portant problems faced by management, to deciae the 
course of action that should be taken, and to think 
through procedures and techniques necessary for carry- 
ing that course of action to completion. 

The cases contain a wealth of factual information. 
The studeat who reads the text careftlly will have some 
knowledge of a wide variety of industries: aluminutt 
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foil products, bakery chains, brushes, candy, chemical 
products, confectioners’ and bakers’ machinery, dairy 
hettling machinery, drug chain, earth-moving equip- 
ment, electric motors, farm machinery, insurance, 
kitchen ware, ladies’ hand bags and belts, machine tools, 
magnesium ladders, oil, plastics, precision instruments, 
rubber, steel tubing, tanning, textile machinery, tile 
products, etc. 

Whenever one considers the use of the case method 
he runs into the old debate over teaching methods. 
Education of students in policy formulation and ad- 
ministration is a function of a number of variables. Of 
importance are: 1) the students, 2) the teaching ma- 
terials, and 3) the teacher. This book, Policy Formula- 
tion and Administration, provides excellent teaching 
materials. However, unless the students have a solid 
foundation in basic subjects such as accounting, statis- 
tics, personnel, marketing, human relations, finance, 
etc,, the content of this book may confuse and frustrate 
rather than educate. Furthermore, even when the stu- 
dents are adequately prepared, the teacher may have 
established patterns and ideas which would tend to 
negate the benefits of the case method. Such a teacher 
may, due to his idiosyncrasies, be extremely effective 
in his established procedures, and an attempt to force 
him to use the case method may be wasteful and frus- 
trating to all concerned. In short, a dominant theme 
underlying the use of Smith’s and Christensen’s book 
is that each situation should be considered as relatively 
unique and that action in any given situation will be 
conditioned by the surrounding environment. This situ- 
ational approach should be extended to consideration of 
the basic question as to whether or not one should use 
the case method. Hence, whether or not one should 
adopt this text can only be answered with some re- 
stricted statement beginning with, “It depends... .” 

From this reviewer’s point of view, Smith and 
Christensen have collected and edited one of the finest 
case books in the area of policy and administration. 
Every teacher in that field should at least review the 
materials and, where possible, give the text a trial be- 
fore conclusively rejecting the “Harvard approach.” 
This writer has found that cases such as those included 
in this book are admirably suited for educating students, 
Properly used, these cases provide a means by which 
the students can become involved in “business experi- 
ences.” True, their experience is vicarious. But short of 
actually participating in the specific business environ- 
ments, this is probably one of the best ways to train 
men in policy and administration. It develops in the 
students a mental set for dealing with business prob- 
lems. Thus, it tends to prepare the students for the type 
of environment they will face upon leaving the Univer- 
sity. Some of the specific benefits that may be obtained 
from this teaching method include 1) recognition of the 
relativity of any solution to a business problem. At some 
point in the course, the student realizes that there is no 
“absolutely” right answer to a business problem. Al- 
ternative solutions are discovered. The student soon 
becomes aware that what is “right” is generally a mat- 
ter of opinion as to “what is” and “what should be.” 
Seldom is it a matter of fact. 2) The use of these cases 
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tends to develop in the students an independence in 
decision-making. The student learns to weigh a wide 
variety of facts; to decide what the problem is and to 
explore the alternative courses of action. A point to be 
emphasized in dealing with the cases in Policy Formula- 
tion and Adminisiration is that the text does not suggest 
specific questions to be covered with respect to any of 
the cases. Part of the student’s job is to determine 
what the problem is. 3) The use of the case method 
sharpens the students’ ability to carry on intelligent 
discussions and to debate issues. The ability to discuss 
is an indirect product of the case method, Frequently, 
it is neglected in other approaches to teaching policy 
and administration, The point to be made is that the in- 
telligent handling of the case materials results in the 
students’ mutually exploring the problems and alterna- 
tive solutions. In so doing they tend to enlarge the scope 
of each other’s perception. Moreover, in using cases such 
as these, one inevitably becomes involved in debates. 
Both discussion and debate are fundamental tools used 
in the business world. In the real world of policy formu- 
lation and administration, much of the executive’s time 
is taken up in these processes. 

In summary, this is an excellent, well-written book. 
Its classroom potentials are great. Furthermore, many 
practitioners could benefit from reading it. Too many 
of us learn best by first doing things the wrong way. In 
such a learning process, the vicarious experiences pro- 
vided by the case method can be valuable. 

B. 
Assistant Professor of Production and Personnel 
University of Washington 


Frep C. Morris, Effective Teaching—A Manual for 
Engineering Insiructors (New York: McGraw-Hill 
Book Company, Inc., 1950. pp. ix, 86, $ .60). 


The foreword to this Manual states that part of the 
purpose of the American Society for Engineering Educa- 
tion includes: “...the development of effective 
teachers and administrators; the improvement of in- 
structional materials and methods...as one step 
toward the accomplishment of these objectives, a com- 
mittee of the society was appointed to prepare a teach- 
ing manual to serve as a guide to engineering instruc- 
tors...’ Mr. Morris availed himself of the suggestions, 
comments, and criticism of four other engineering in- 
structors comprising the Committee on Teaching 
Manual of the Society. 


Organization and Contents 


The Manual is organized to carry the reader from his 
first thoughts about teaching to a final evaluation of the 
fruits of his labors. 

In the first chapter the instructor is reminded of the 
importance of the engineer and engineering instructor 
in our society. The second chapter outlines for the en- 
gineering instructor his responsibility te organize a 
course before he teaches it. Ten steps to effective or- 
ganization are given along with a suggested form for a 
syllabus and a daily lesson plan. 

The chapter on Instructional Aids may serve only to 
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whet the interest of the new engineering instructor in 
such items as lesson plans, lecture notes, instruction 
sheets, prepared class questions, textbooks, the black- 
board, charts, and demonstrations. In all probability 
the instructor already has gained some knowledge of 
these items from any past teaching experience or his 
own course work as a student. The chapter gives more 
space to the projected aids than to any other single 
item. 

A very pertinent statement is found in the chapter 
on Conducting the Class Session: ““The formal lecture 
method of instruction wherein the instructor delivers 
a prepared lecture and the student takes a passive part 
as a silent observer or is occupied in feverish note- 
taking, is usually a boresome and ineffective method of 
teaching.” This same chapter, however, describes only 
two alternate methods to the lecture-demonstration 
method: question-answer sessions and group investi- 
gations or cooperative solving of class problems. Each 
of these latter two techniques is described in one para- 


graph. 


Chapter five, devoted to Student Learning Actiyj- 
ties, contains a wealth of information on planning labo- 
ratory experiences. Although the contents of this chap- 
ter (laboratory work, field or inspection trips, and 
homework assignments) are not entirely new to the in- 
structor, the Manual does move the inexperienced 
teacher to the instructor’s side of the desk and give 
some “rhyme and reason” to all these activities. 

The chapter on testing contains a variety of infor. 
mation about such things as the different kinds of test 
questions that can be used, when to test, how long a 
test should be, and the need for prompt grading of 
tests. Omitted from this chapter is the biggest problem 
of all, however: How to determine specifically what to 
include on a test and how to decide the type of question 
or test problem that is best for each particular item. 

The chapter on Administration of Instruction seems 
to be a bit of sermonizing to administrators. A cartoon 
in the last chapter has a caption: “Time for Reflection 
... Take a Look at Yourself.” This, in a nutshell, is 
the message in this chapter. 


Comments 


The efforts of the American Society for Engineering 
Education to produce a Manual for the instructor in 
engineering are comparable to those which resulted in 
the Accounting Teacher’s Guide published by the Ameri- 
can Accounting Association. [Editor’s note: See the 
AccounTING Review, October, 1954, page 713.] Both 
the Manual and the Guide will be most useful to the 
newly appointed, inexperienced instructor on the col- 
lege level. 

Both of these publications are similar to the extent 
that they hit only the high spots of the pedagogical 
materials they cover, both put considerable emphasis on 
the lecture method of teaching (although the Manual 
has an excellent section on student activities), and both 
are the efforts of a professional group to provide its 
members with aid and stimulation in teaching. 

The Manual is more readable, and there is less dupli- 
cation of topics in various chapters. The Manual may 
hold the interest of the reader more easily because of 
the use of cartoons to high-light important points. 
Whether the personnel for whom this Manual is in- 
tended need this type of motivation is a matter of dis- 
cussion. 

In an effort to produce a relatively short treatment of 
teaching in the respective areas, both the Manual and 
the Guide have left much unsaid. For instance, what 
could be written about how to do what both books have 
said should be done in testing students would constitute 


a text in itself. Accounting and engineering instructors 
will probably develop teaching abilities the same way 
most of their predecessors have—by doing it on-the- 
job over a period of years. 

Both the Manual and the Guide will not become 
worn or threadbare from use. These publications are 
the kind that will be read but once by most individuals. 
Neither book can be viewed as a reference book con- 
taining specific ideas applicable to particular daily or 
weekly class sessions. Both the Manual and the Guide 
should be a part of a departmental or collegiate profes- 
sional library rather than a part of an individual’s per- 
sonal] library. 

These publications will serve a valuable function in 
orientation of new and/or inexperienced faculty mem- 
bers. Older and more experienced teachers may also 
want to read this material to gain a new perspective of 
their own teaching. A necessary supplement to both of 
these books must be the advice, guidance, and exchange 
of ideas which can come only on a personal, face-to- 
face basis between the inexperienced and experienced 
colleagues working together in the accounting or en- 
gineering teaching professions. 

Rosert M. SwANSON 

Assistant Professor of Business Education 
Ball State Teachers College 
Muncie, Indiana 


How to Write a Book Review 


While many enjoy reading the comments of another 
about a book, few realize the work that goes into the 
preparation of a good review. 

Before he starts, the reviewer needs answers to a few 
questions. These answers he may have to determine for 
himself or have answered by the one who makes the 
request of him! (1) What should be the content of the 


review? (2) Should it be written according to some pre- 
scribed format? (3) What purpose is the review ex 
pected to serve? (4) When is the due date? (5) How long 
should it be? 

When the reviewer is satisfied that he knows what is 
wanted from him, the following check-list may help 
him: 
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1, What does the book purport to be about? 
How extensively does it claim to treat the subject? 
Manner of the treatment— 
Primarily statistical or in other ways factual? His- 
torical? Speculative? 
Illustrate by types of evidence used by the author, 
or logic used, or both. 
Is the book intended to be a new contribution on the 
subject in— 
Facts, events, and theories? 
Relationships and connections among already- 
known? events and theories? 
Better presentation or presentation for special ap- 
plication? 

. Does the book accomplish what it says it is intended to 

do? 
As well as intended? 
Better than the author says it will (was he too 
modest) ? 
Does it accomplish something else in addition to 
what was intended? 

. How well does it accomplish the objectives intended? 
Was there a good reason for printing the book? 
How does it compare with other texts on the same 

subject, if any? 

. How objective is it? 

Does it present one point of view, more than one, or 
all? 

Is the point of view clearly expressed or easily identi- 
fied? 

Is the point of view buried? Must it be “dug out” by 
the reader? 

5. How well is it documented? 
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Footnotes showing sources of data or the points of 
view of others? 

What is the caliber of the source material? 
Primary or secondary? 
Up-to-date? 
Do the sources have good reputation? 
Do the sources have a biased point of view? 
Evaluation of a cross-section of the source ma- 

terial? 


. For what type of audience is the book intended? 


Is the style suitable for the audience intended? 

Is the style “academic?” 

Is it for the “expert?” 

Is it a popular treatment of a scientific subject for 
the general public? 


. Over-all evaluation and recommendations of the re- 


viewer. 
Your critical appraisal showing your reasons or cri- 
teria. 


. Digest of Subject Matter. 


If your comments are intended to give the reader a 
brief review of the subject matter of the text (as is 
often the case), quoted passages should be identi- 
fied by page numbers and enclosed in quotation 
marks, 


. Identity of Text. 


The identity should include the following as they 
appear on the title page of the text: AuTHor’s 
Name, Title (underlined) (City of publication: 
Publisher’s name, Year of publication, Number of 
Pages, Price). 

L. C. Lovejoy 
Professor of Management 
New York University 
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FULL MEMBERSHIPS 
in the 
AMERICAN ACCOUNTING .| 
ASSOCIATION 


$5 per year ($5.50 outside of the continental United States) 
Life Memberships are $100 


Members receive the ACCOUNTING REVIEW and occasional other publica- 
tions without further cost, are entitled to attend the annual conventions, and may 
vote at the annual meetings. The requirement for membership is an interest in 
the advancement of accounting theory and practice as outlined in the official ob- 
jectives of the Association. 


ACTIVITIES 
The principal activities of the Association consist of its publications, the work 
of its committees, and the annual conventions. Generally five or more sessions 
or round tables are scheduled at the annual meeting to provide for the presenta- 
tion of papers on a variety of subjects. At this time a business meeting is held, 


committee reports are presented, and officers are elected. 


Memberships may not be held by firms, schools or libraries. Such institutions 
may subscribe for the ACCOUNTING REVIEW, of course. 


Write for an application blank or information booklet 
AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Administration 
The Ohio State University 
Columbus 10, Ohio 
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